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COMPETITION IN THE EVOLVING 
DIGITAL MARKETPLACE 


THURSDAY, SEPTEMBER 16, 2010 

House of Representatives, 

Subcommittee on Courts and 

Competition Policy 
Committee on the Judiciary, 

Washington, DC. 

The Subcommittee met, pursuant to notice, at 10:04 a.m., in 
room 2141, Rayburn House Office Building, the Honorable Henry 
C. “Hank” Johnson, Jr. (Chairman of the Subcommittee) presiding. 

Present: Representatives Johnson, Conyers, Gonzalez, Watt, 
Quigley, Maffei, Polls, Coble, Issa, Harper, and Smith. 

Staff present: (Majority) Christal Sheppard, Subcommittee Chief 
Counsel; Anant Raut, Counsel; Rosalind Jackson, Professional Staff 
Member; (Minority) Sean McLaughlin, Chief of Staff and General 
Counsel; Stewart Jeffries, Counsel; and John Mautz, Counsel. 

Mr. Johnson. This hearing of the Committee on the Judiciary, 
Subcommittee on Courts and Competition Policy will now come to 
order. Without objection, the Chair is authorized to declare a re- 
cess. 

Today’s hearing is entitled “An Antitrust System for the 21st 
Century,” and in today’s hearing we will explore a number of com- 
petition issues in the digital marketplace. But first, I would like for 
us to kind of go out of order today as far as the Member opening 
statements are concerned. At the request of the Ranking Member 
Coble, he is going to give his statement first, and I will follow. 

Mr. Coble. Mr. Chairman, I thank you for that. I have a derma- 
tology appointment, so I will go let him break out his blowtorch 
and submit to my face, and I will be back in due time. And I thank 
you, Mr. Chairman. 

Mr. Chairman, when we last met in July, I made the observation 
that given the impact of antitrust law on the American economy, 
it is vital that we examine how well these laws are working, par- 
ticularly in light of the innovation that today’s high-tech economy 
has brought. 

Today we have an opportunity to examine what level of antitrust 
enforcement is appropriate in the evolving digital marketplace. 
This evolving digital marketplace includes new products such as 
smartphones and the apps that run on them to new services such 
as mobile advertising. 

It includes old businesses such as publishing companies, which 
are trying to break into new platforms such as tablet computers 

( 1 ) 
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like the iPad, and it includes new companies like many of the small 
software developers that are writing the apps for smartphones. 

These new technologies offer a wealth of opportunities both for 
individuals and for the economy as a whole; however, they also 
pose challenges. For this hearing the principal challenge is how to 
ensure that these companies are competing rigorously and fairly. 
Full and fair competition yields benefits for all consumers in the 
form of lower prices, higher quality and greater supply of goods. 

Our witnesses today will discuss the relative benefits of aggres- 
sive antitrust enforcement in these developing markets. They will 
also discuss whether some types of potentially anticompetitive con- 
duct, such as vertical mergers, are particularly worrisome in this 
new marketplace. 

I am in favor of strong antitrust enforcement, Mr. Chairman, be- 
cause I think it helps to ensure competitive markets. However, I 
am aware that some scholars are concerned and worry about the 
impact of aggressive enforcement on developing markets, particu- 
larly whether such enforcement slows new innovations. 

While this is an antitrust hearing, I would be remiss if I did not 
address some of the concerns that arise from these new digital 
markets and services. How, for example, do existing copyright hold- 
ers ensure that their rights are protected in this new digital mar- 
ketplace? How do companies use our private information, informa- 
tion, I might add, with which people willingly part with — with 
which they willingly part on social networking sites, to make a 
profit? 

These copyrighted privacy concerns may not be competition con- 
cerns per se, but they are important issues that we as policymakers 
need to be aware of. And for the purposes of this hearing, I am cu- 
rious to what extent, if any, these other values could be or should 
be a part of our antitrust analysis. 

I look forward to hearing the witnesses today and yield back the 
balance of my time. And, Mr. Chairman, again I thank you for the 
courtesy, and I will return imminently. 

Mr. Johnson. Thank you. Representative Coble, and we look for- 
ward to your return. And you are taking the gift that you brought 
for me with you [Laughter.] 

And I guess that means that you shall return 

Mr. Coble. I shall return. 

Mr. Johnson [continuing]. With a bigger gift. [Laughter.] 

First, ladies and gentlemen, thank you. We start this hearing on 
a fundamental question critical to this Subcommittee’s jurisdiction, 
and that is what should be the role of antitrust law in emerging 
industries? 

The reason why we have antitrust laws in the first place is that 
competition without any restraints can harm consumers. When 
companies compete against each other for market share, they inno- 
vate, and that keeps prices low, and consumers win. When compa- 
nies eliminate their competitors, consumers lose, because the com- 
panies use their dominance to fatten their bottom line. 

Now, we have heard a number of people argue that there should 
be less antitrust enforcement in emerging technologies. These mar- 
kets are constantly changing, they argue. The company on top 
today may in fact be gone tomorrow. They say that enforcing the 
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antitrust laws too strictly in these markets will only discourage in- 
novation and new competitors. Then again, too little innovation 
could have just the opposite effect. 

Companies that jump out to an early lead in their fields could 
establish the default standards for their new technologies or be- 
come that go-to spot for both users and advertisers, making it more 
difficult for later entrants to crack into the market. 

The fact is you can’t rely on industries to police themselves. Ten 
years ago Congress took the leash off of Wall Street. Everyone as- 
sumed that the banks would compete more vigorously with each 
other and wouldn’t do anything to endanger themselves or the mar- 
ket. 

Just the opposite happened. The banks got so caught up in trying 
to beat the other banks that they ended up bringing down the 
whole system, wiping out hundreds of billions of dollars in the av- 
erage person’s savings retirement incomes and pensions. 

In my opinion antitrust enforcement needs the balance. It is like 
holding the reins of a horse. Hold them too tightly and the horse 
stops, or the horse may even buck. And if you hold those reins too 
loosely, then the horse goes out of control. 

This issue is at the heart of the markets that will be discussed 
today. Should antitrust enforcers stand back and let these markets 
play themselves out, or are these markets in danger of losing the 
spirit of competition that has marked their early stages? 

I, for one, don’t want businesses to fear our actions today. The 
role of government should be to foster competition and drive eco- 
nomic growth, not stand in the way of business. We want to part- 
ner with businesses, not be their nanny. To that end if businesses 
are concerned about anticompetitive practices in their industries, I 
want them to know that my door is always open. 

Earlier this week, I heard from a constituent. Will Seippel, presi- 
dent of WorthPoint, an Internet startup at Georgia Tech located 
near my district. And Mr. Seippel is a resident of my district. He 
raised concerns with me about how his company’s position has fall- 
en in Google search results over time. But I don’t want to turn 
today into a forum for Google bashing. I want to help Mr. Seippel 
and Google work together to resolve their differences, with Con- 
gress taking the least intrusive role possible. 

Just as importantly, we need businesses to come forward and 
help to shape good policy when we ask. I look forward to delving 
into these questions and many others over the course of this hear- 
ing. 

And I thank Mr. Coble for his statement. 

At this time I will recognize the Honorable Mr. Conyers, a distin- 
guished Member of the Subcommittee and also the Chairman of the 
full Committee. 

Mr. Conyers. Thank you very much. Chairman. 

And I welcome all of the witnesses. 

The attendance here by our visitors indicates that they, too, rec- 
ognize this is a very important hearing today, but it is also part 
of a continuing series of hearings that are going to occur on the 
subject. Would that one hearing could take care of a subject of this 
complexity. 
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Well, this market is evolving so rapidly that what we say here 
today and what is said here today may in fact be obsolete at the 
close of the business day today. That can happen. 

We have got a number of interesting witnesses. I commend you 
on the diversity of the panelists that you have invited to join us 
for this hearing, and I look forward to their comments. 

The only thing I would add — and I will put my statement in the 
record — is that the online and mobile advertising space is too con- 
centrated and is even getting more so as we speak. This is not an 
anti-Google remark that I am making. 

Secondly, antitrust law needs to evolve to fit the digital world, 
where vertical acquisitions are even more worrisome than before. 
And it is important to consumers that various products designed to 
access online content work together to the greatest extent possible. 

Now, somewhere along the line, maybe even starting today, we 
are going to begin to put together an encyclopedia of where all this 
digital computerized Web page, Web site, all of these things are 
going to have to come together with a little bit more — they will 
have to fit together more than they have in the past. 

Right now, and I think there is going to be a remark or two 
about this, but there are some unleashed forces running around in 
the subject matter that have to be acknowledged and determine 
how they are going to be controlled. And I am hoping that some 
parts of that issue will come out in the discussion that goes on 
today. 

And I thank again the Chairman and the Ranking Member for 
bringing us together in this way. 

Thank you, sir. 

Mr. Johnson. Thank you, Mr. Chairman. 

I will now recognize Mr. Lamar Smith, the distinguished Rank- 
ing Member of the full Committee and also a Member of this Sub- 
committee. 

Mr. Lamar Smith? 

Mr. Smith. Thank you, Mr. Chairman. 

America is undergoing a revolution in the way that it conducts 
business. In the late 1980’s computers became commonplace office 
machinery. The late 1990’s and early 2000’s saw the explosion of 
the Internet and the growth of e-commerce. 

Today the revolution is fully mobile and has moved to the phones 
we carry everywhere. These phones, which are actually small com- 
puters, have the capability to send e-mails, play videos, surf the 
Internet, give directions and make purchases, all while the user is 
in motion. 

Indeed, smartphones have created a marketplace for software, 
the App Stores, which did not even exist 2 years ago. The app de- 
velopers in turn are creating new and innovative ways to utilize 
smartphones far beyond what their creators imagined. They en- 
hance consumer welfare, provide new markets for goods and serv- 
ices and ultimately, of course, could help create jobs. 

However, new markets and business models also raise questions 
about how companies are competing and whether their actions are 
pro-competitive or anticompetitive. This hearing is an excellent op- 
portunity to take a high-level view of the developing industry still 
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in its infancy and ask what level of antitrust enforcement is appro- 
priate. 

I am a believer in vigorous antitrust enforcement. I believe it 
leads to more competition, lower prices, more choices and better 
products for consumers. However, antitrust enforcement is not 
without risk. Over enforcement, whether through the antitrust 
agencies or the private bar, can deter business practices that would 
ultimately help consumers. On the other hand, under enforcement 
could allow companies to become firmly entrenched through anti- 
competitive practices that hurt their rivals and ultimately hurt 
consumers. 

Today’s hearing is for general oversight purposes, and the wit- 
nesses will discuss these issues in general terms. However, it 
would be ignoring the obvious if I didn’t observe that this hearing 
appears to be intended to address the business practices of two 
companies, Google and Apple. 

Apple recently made headlines because it changed the rules it 
imposed on app developers to address concerns that the previous 
rules might diminish competition. Apple was able to resolve this 
issue without the parties resorting to litigation and without govern- 
ment intervention. Innovative products and services, after all, are 
rarely created in the courtroom. 

With respect to Google, much has been made about its recent ac- 
quisitions of a mobile advertising platform and a travel search plat- 
form. I think an antitrust review of these transactions by the agen- 
cies is appropriate. That is what antitrust laws are for. 

However, just because a company is big does not mean it is bad. 
Just because it enters into new lines of business does not mean it 
is going to dominate those new markets. And just because competi- 
tors complain about the practice does not mean that it is nec- 
essarily anticompetitive. 

However, it is equally important that antitrust enforcers and pol- 
icymakers keep their eyes on these developments to ensure that 
they do in fact benefit consumers. So I think this hearing is a very 
useful beginning to that end and to help us gain a better under- 
standing of that process. 

And with that, Mr. Chairman, I yield back. 

Mr. Johnson. Thank you. Congressman. I thank you for your 
statement. 

There being no other Members who have statements that they 
would like to give at this time, I will include statements in the 
record. 

I am now pleased to introduce the witnesses for today’s hearing. 
Our first witness is Rich Feinstein, director — is it Feinstein or — 
okay. Rich Feinstein, director of the Bureau of Competition for the 
Federal Trade Commission. 

Welcome back, sir. 

Our next witness is Ed Black. Mr. Black has served as president 
and CEO of the Computer and Communications Industry Associa- 
tion since 1995. 

Welcome back, sir. 

Next we have Mr. Morgan Reed. Mr. Reed is the executive direc- 
tor of the Association of Competitive Technology. 

Welcome, Mr. Reed. 
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Our next witness is Scott Cleland. Mr. Cleland is the president 
of Precursor, LLP and the operator of Googlopoly — excuse me, 
Googlopoly — googlopoly.net, a blog. 

Welcome, Mr. Cleland. 

Next we have Mr. Geoff Manne. Professor Manne is the executive 
director of the International Center for Law and Economics at 
Lewis & Clark Law School. 

Welcome, Professor. 

And finally, we have Dr. Mark Cooper. Dr. Cooper is the director 
of research for the Consumer Federation of America and has ap- 
peared numerous times before the Congress to provide a con- 
sumer’s perspective. 

Welcome back. Dr. Cooper. 

Thank you all for your willingness to participate in today’s hear- 
ing. Without objection, your written statements will be placed into 
the record, and we would ask that you limit your oral remarks to 
5 minutes. You will note that we have a lighting system that starts 
with a green light. At 4 minutes it turns yellow, then red at 5. 

After each witness has presented his or her testimony. Sub- 
committee Members will be permitted to ask questions subject to 
the 5-minute limit. 

Mr. Feinstein, please begin. 

TESTIMONY OF RICHARD FEINSTEIN, DIRECTOR, BUREAU OF 

COMPETITION, FEDERAL TRADE COMMISSION, WASH- 
INGTON, DC 

Mr. Feinstein. Chairman Johnson and Members of the Sub- 
committee, I am Richard Feinstein, director of the Bureau of Com- 
petition at the FTC. I want to thank the Committee for this oppor- 
tunity to talk about some of the commission’s efforts to apply sound 
competition policy to dynamic markets. My comments today are my 
own and may not reflect the view of the commission or the views 
of any individual commissioner. 

Despite the profound changes in the American economy since the 
passing of the Sherman Act in 1890, our antitrust laws remain ba- 
sically the same, and they have proven that they could still do the 
job. Some have argued that there should be different rules for mar- 
kets characterized by rapid technological development. 

But Congress drafted the antitrust laws in general terms to ac- 
commodate changing markets and new products, and the laws are 
flexible enough to meet the challenges of the high-tech era. In fact, 
by keeping markets open to new products and to successive waves 
of innovation, the antitrust laws promote dynamic markets and 
contribute to the continued success of American businesses at home 
and around the world. 

Of course, the antitrust laws are not enforced in a vacuum. Con- 
gress created the FTC specifically to guide competition policy 
through changing competitive environments. To that end we hold 
public workshops, engage in economic research, and discuss com- 
petition issues with other policymakers like the Members of this 
Committee to develop and refine our understanding of established 
and developing markets. 

Today I am going to talk briefly about two of the areas in which 
the commission is applying the tried and true principles of competi- 
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tion to markets characterized by technological change — monopolies 
and mergers. 

Turning first to monopolies, broadly speaking, there is a funda- 
mental tension when dealing with unilateral conduct by a firm that 
is trying to obtain or maintain monopoly power. On the one hand, 
it is not illegal to have a monopoly, and many monopolists obtain 
their status by inventing new and highly desired products. On the 
other hand, competition policy generally relies on rivalry to dis- 
cipline the behavior of firms in the market. 

The challenge is to use the commission’s antitrust authority to 
prevent unreasonable exclusionary and predatory conduct by firms 
with monopoly power by making sure not to limit their incentives 
to innovate and to compete aggressively. 

For example, last December the commission charged that Intel 
Corporation had engaged in various unfair methods of competition 
and unfair practices to block or slow the adoption of non-Intel prod- 
ucts. By this conduct Intel illegally maintained its monopoly on 
computer chips or CPUs and sought to obtain a monopoly on 
graphic processing units. 

Intel recently agreed to settle the commission’s charges and to 
propose settlement aims to prevent the recurrence of Intel’s illegal 
conduct without stifling its ability to continue to innovate and com- 
pete fairly. It does not seek to strip Intel of its chip monopoly, but 
it does open the door to fair and vigorous competition in these mar- 
kets. That way competition on the merits, not Intel’s illegal prac- 
tices, will determine the future path of competition in these mar- 
kets. 

Turning to merger enforcement, as you know. Section VII of the 
Clayton Act outlaws mergers whose effect may be substantially to 
lessen competition or tend to create a monopoly. So merger anal- 
ysis is by nature forward-looking. It focuses on what level of com- 
petition is likely to occur in the future in a post-merger world. 

One particular challenge when examining dynamic markets is 
that market facts can be hard to pin down. In markets with emerg- 
ing technologies or rapidly changing product offerings or suppliers, 
there may not be a track record of past competition, or that track 
record may not be relevant to predicting future competition. Often 
there is greater uncertainty about the future path of competition, 
and market shares of leading companies may be less durable in 
these markets. 

A recent example of a merger investigation involving companies 
in a rapidly changing market is Google’s acquisition of AdMob. Ini- 
tially, we had concerns that the loss of head-to-head competition 
between the two leading mobile advertising networks would harm 
competition. However, toward the end of our 6-month investigation, 
those initial concerns were overshadowed by Apple’s introduction of 
its own mobile advertising network, iAd, as part of its iPhone ap- 
plications package. 

Because of these changing circumstances, the commission found 
reason to believe that Apple quickly would become a strong mobile 
advertising network. The timing and impact of Apple’s entry into 
the market led the commission to conclude that AdMob’s success to 
date on the iPhone platform was unlikely to be an accurate pre- 
dictor of AdMob’s competitive significance going forward, whether 
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AdMob was owned by Google or not. After viewing all the evidence, 
the commission unanimously voted to close its investigation with- 
out taking action against the merger. 

In conclusion, our competition laws have served America well. 
They have proven adaptable to changes in markets and business 
models across a span of more than 100 years. The commission’s 
work enforcing antitrust laws will continue to be an important part 
of our national success in preventing competitive harm in new and 
dynamic markets while fostering and rewarding innovation and en- 
trepreneurship . 

Thank you very much. And I look forward to answering your 
questions. 

[The prepared statement of Mr. Feinstein follows:] 

Prepahed Statement of Richard Feinstein 


Antilrust in the Digital Age: 

How Enduring Competition Principles 
Enforced by the Federal Trade Commission 
Apply to Today's Dynamic Marketplace 


Prepared Statement of 
The Federal Trade Commission 


Before the 

United State House of Representatives 
Committee on the Judiciary 
Subcommittee on Courts and Competition Policy 


Washington. D C 
September 16, 2010 
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Chairman Johnson, Ranking Member Coble, and members of the Subcommittee, I 
am Richard Feinstein, Director of the Bureau of Competition at the Federal Trade 
Commission (“FTC” or “Commission”).* Thank you for inviting the Commission^ to 
present its views on competition in the digital age, and for this opportunity to describe for 
you some of the agency’s efforts to apply sound competition policy to dynamic markets. 

The first federal antitrust statute, the Sherman Act, was enacted in 1890, a time of 
horses and buggies and kerosene lamps. Congress passed the Clayton and Federal Trade 
Commission Acts less than 25 years later, in 1914. Despite the profound changes in the 
American economy since then, at core our antitrust laws remain basically the same, and 
they have proven that they can still do the job. The antitrust laws have succeeded for so 
many years because they are rooted in fundamental market principles: that competition 
among independent firms yields lower prices, better service, more choices, and the 
promise of better products tomorrow, and that business conduct that unreasonably 
impedes competition limits economic growth. 

Some have argued that there should be different rules for markets characterized 
by rapid technological development, but Congress drafted the antitrust laws in general 
terms to accommodate changing markets and new products, and the laws are flexible 
enough to meet the challenges of the high-tech era. Moreover, the antitrust laws are not 
enforced and interpreted in a vacuum; Congress created the Commission specifically to 

' This written statement represents the views of the Federal Trade Commission. My oral presentation and 
responses to questions will be my own and do not necessarily reflect the views of the Commission or of any 
Commissioner. 

■ Coimnissioner Kovacic is recused from Inlet Corp. Dockel 9341. Because iMs teslimony is so inlerlwined 
with tliat case and the Commission has not issued its final order, he abstains from voting on this testimony. 
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guide competition policy through changing competitive environments, and since 1914 the 
Commission has used its competition policy tools to inform its enforcement agenda and 
to help it apply traditional antitrust concepts to new markets and changing business 
models. We hold public workshops, engage in economic research, and discuss 
competition issues with other policy makers, like the members of this Committee, to 
develop and refine our understanding of established and developing markets and to 
ensure that we are doing the right thing for American consumers and businesses — 
encouraging robust competition, spurring economic growth, and sweeping away 
impediments to competitive change. 

The remainder of this testimony will focus on two of the areas in which the 
Commission is applying the tried and true principles of competition to markets 
characterized by technological change: unilateral conduct by firms with market power, 
and mergers. 

Monopolies 

There is a fundamental tension in antitrust law when dealing with unilateral 
conduct by a firm that is trying to obtain or maintain monopoly power. On the one hand, 
it is not illegal to have a monopoly, and many monopolists obtained their status by 
inventing new and highly desired products. On the other hand, competition policy 
generally relies on rivalry to discipline the behavior of firms in the market. The 
challenge is clear: the Commission must act to prevent unreasonable exclusionary and 


predatory conduct by firms with monopoly power while making sure not to limit their 
incentives to innovate and compete aggressively. As Judge Learned Hand put it nearly 
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three quarters of a century ago, “[t]he successful competitor, having been urged to 
compete, must not be turned upon when he wins.”^ 

This task is made more complex in a rapidly evolving marketplace, but the 
antitrust laws are flexible enough to meet the challenge, and the Commission is well- 
equipped to scrutinize conduct by dominant fimis in dynamic markets because of its 
enforcement and policy expertise and because of its jurisdiction under the FTC Act. The 
FTC Act, which prohibits “unfair and deceptive acts and practices and . . . unfair methods 
of competition” “was designed to supplement and bolster the Sherman Act and the 
Clayton Act ... to stop in their incipiency acts and practices which, when full blown, 
would violate those Acts ... as well as to condemn as ‘unfair methods of competition’ 
existing violations” of those acts and practices."* In other words, although most of our 
enforcement actions involve conduct that violates either the Sherman or Clayton Acts, the 
FTC Act gives the Commission some additional leeway to block anticompetitive conduct 
that may not reach the level of a traditional antitrust violation. This authority is 
particularly useful in rapidly changing markets, where new technology and new business 
models may complicate the antitrust analysis. 

In addition, the remedies available under the FTC Act are particularly well suited 
to deal with antitrust violations in new or dynamic markets. First, because the 
Commission lacks the authority to fine or penalize violators. Commission remedies limit 

’ United States v. Aiuiniiium Co. of Am. (Aicoa), 148 F.2d 416, 430 (2d Cir. 1945). 

’’ F.T.C. v. Brown Shoe Co.. 384 U.S. 316, 322 (1966) (quoUngF.T.C. v. Motion Picture Adv. Serve Co., 
344 U.S. 392, 394-95 (1953)). See also F.T.C. v. Texaco, 393 U.S. 223, 225-26 (1968). Congressman 
Stevens of New Hampshire, w ho later became an FTC Commissioner, identified the "most important" 
reason for supporting the FTC Act as tliat "it will give to tills commission the power of preventing in their 
conception and in their beginning some of these unfair processes in competition w'hich have been the chief 
source of monopoly.” 51 Cong. Rec. 13.118(1914). 
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the potential for unduly harsh or punitive responses to what may be somewhat novel 
situations in new markets. Second, a finding of a Section 5 violation by the Commission 
should greatly limit treble damage liability in private litigation against the same 
defendant. Thus, the Commission can apply antitrust principles in new situations and 
dynamic markets with reduced risk of unduly chilling a leading firm’s incentives to 
compete aggressively. 

The Commission’s recent administrative suit against Intel Corporation 
demonstrates how antitrust principles can be applied to remedy abusive conduct of an 
innovative company that simply went too far. The Commission’s complaint challenged 
Intel’s unfair methods of competition and unfair acts or practices dating back to 1999.^ 
Our proposed consent order with Intel, which has now received public comment and is 
being considered for possible final approval by the Commission, settles these charges and 
seeks to restore lost competition, remedy harm to consumers, and ensure freedom of 
choice for consumers in this critical segment of the nation’s economy.^ 

According to the Commission’s complaint, Intel’s conduct was designed to 
maintain its monopoly in the markets for computer chips (also known as Central 
Processing Units, or “CPUs”) and to create a monopoly for Intel in the markets for 
graphics processing units. The complaint alleges that Intel engaged in unfair methods of 
competition and unfair practices to block or slow the adoption of competitive products 
and maintain its monopoly to the detriment of consumers. Some of those practices 
punished Intel’s own customers - computer manufacturers - for using non-Intel products. 

^ FTC Challenges Intel's Dominance of Worldwide Microprocessor Markets, news released dated 
December 16, 2009, available at http://wT\^w.ftc.gov/opa/2009/12/intel.shtm. 

Intel Corporation, Docket No. 9341, available at htlp://w'W'^cftc.gov/os/adjpro/d9341/mdcx.shtm. 
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Some of those practices deceived purchasers by leading them to believe that the chips 
sold by Intel’s competitors were less capable than Intel chips, when in fact those chips 
were sometimes superior to Intel chips. According to the Commission, Intel’s course of 
conduct over the last decade stalled the widespread adoption of non-Tntel products, and 
limited market adoption of non-Intel CPUs to the detriment of consumers, allowing it to 
unlawfully maintain its monopoly in the relevant CPU markets, and keep prices higher to 
consumers than they would otherwise be. 

The Commission’s proposed settlement aims to prevent the recurrence of Intel’s 
unreasonable exclusionary and deceptive conduct without stifling its ability to continue to 
innovate and compete fairly. Notably, the proposed settlement does not seek to strip Intel 
of its chip monopoly, which was in large measure gained through innovation and the 
development of associated intellectual property. Rather, it provides structural relief 
designed to restore the competition lost as a result of Intel’s past conduct, coupled with 
provisions that prevent Intel from engaging in similar conduct in the future. The order 
aims to open the door to fair and vigorous competition in chip markets, leading to lower 
prices, more innovation, and more choice for consumers. 

Mergers 

Section 7 of the Clayton Act outlaws mergers whose effect may be substantially 
to lessen competition or tend to create a monopoly. So merger analysis is, by nature, 
normally forward-looking because it focuses on what level of competition is likely to 


occur in the future, in a post-merger world. As noted in the recently-released Horizontal 
Merger Guidelines issued jointly by the Commission and the Department of Justice, 
“[mjost merger analysis is necessarily predictive, requiring an assessment of what will 


6 



14 


likely happen if a merger proceeds as compared to what will likely happen if it does 
not.”^ Using the fact-specific approach laid out in the Guidelines, the Commission uses 
its extensive experience and applies a range of analytical tools to the evidence to evaluate 
the likely competitive effects of a merger. As part of this process, we ask: will this 
merger reduce competition in the future, or will new or existing competitors emerge to 
challenge the merged firm so that customers will receive the benefits of competition 
going forward? 

One particular challenge when examining markets characterized by rapid 
technological change is that market facts can be hard to pin down. In most merger 
investigations, we ask questions about competition that has occurred in the past, in order 
to understand how market participants have interacted, historically, and we use that 
information to help us assess how market participants are likely to interact when the 
acquired firm ceases to be an independent competitor. Tn markets with emerging 
technologies or rapidly changing product offerings or suppliers, there may not be a track 
record of past competition, or that track record may not be relevant to predicting future 
competition. Often there is greater uncertainty about the future path of competition and 
market shares of leading companies may be less durable in these markets.** Just as in 
other markets, we must search out those market facts that shape the competitive 
interaction of firms currently in the market, and identify and assess the likely significance 


' Horizontal Merger GnideUnes issued by the Federal Trade Commission and the Department of Justice 
(August 19„ 2010) 1.0 available at http ://ftc. gov/os/20 10/08/1 008 1 9bm g, pdf . 

* On the other hand, it is also tme that monopolies obtained in these markets are sometimes especially 
durable. In such instances, effons lo police llie market against monopolistic conduct are particularly 
important. 
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of other firms and products that will likely shape future competition as well, taking note 
of facts that develop as we are investigating. 

A good example is the Commission’s recent investigation of Google’s acquisition 
of AdMob. Initially the Commission had concerns that the loss of head-to-head 
competition between the two leading mobile advertising networks would hann 
competition. However, this was a dynamic market, and our initial concerns ultimately 
were overshadowed by two subsequent developments: (I) Apple’s December 2009 
acquisition of the third largest mobile ad network, Quattro Wireless, and (2) Apple’s 
introduction of its own mobile advertising network, i Ad, as part of its iPhone applications 
package. Because of these changing circumstances, the Commission found reason to 
believe that Apple quickly would become a strong mobile advertising network. The 
timing and impact of Apple’s entry' in the market led the Commission to conclude that 
AdMob’s success to date on the iPhone platform was unlikely to be an accurate predictor 
of AdMob’s competitive significance going forward, whether AdMob was owned by 
Google or not. Accordingly, in May the Commission unanimously voted to close its 
investigation without taking action against the merger. ^ 

Merger analysis will continue to take into account all market facts, with a focus 
on how competition is likely to take place in the future. While that task may be slightly 
more challenging in markets that are experiencing rapid change, the Commission relies 
on time-tested tools of investigation and analysis to protect consumers from 


^ FTC Closes its Investigation of Google AdMob Deal, news release dated May 21, 2010 available at 
http:,'/www.ftc.2ov/op3j''2010/05/gdadmob.slitm . 
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anticompetitive mergers, and promote competitive markets where innovation and change 
can occur. 

Conclusion 

Our competition laws have served America well. They have proven adaptable to 
changes in markets and business models across a span of more than 100 years. The 
Commission’s work enforcing the antitrust laws will continue to be an important part of 
our national success in preventing competitive harm in new and dynamic markets while 
fostering and rewarding innovation and entrepreneurship. 
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Mr. Johnson. Thank you, Mr. Feinstein. 

Mr. Black, please proceed. 

TESTIMONY OF EDWARD J. BLACK, PRESIDENT AND CEO, 

COMPUTER AND COMMUNICATIONS INDUSTRY ASSOCIA- 
TION, WASHINGTON, DC 

Mr. Black. Mr. Chairman and Members of the Subcommittee, 
thank you for the opportunity to testify. Thank you for the oppor- 
tunity to testify today on competition in the digital age. I ask that 
my written statement be included in the record, and I will summa- 
rize those remarks. 

CCIA has participated in many major antitrust cases in the high- 
tech era. I hope to offer some insights today from that experience. 
Let me begin by saying that our industry requires antitrust over- 
sight like any other. Since the Sherman Act, antitrust skeptics 
have claimed that the law should not be applied to new industries 
because of new economic forces, that competition could be ruinous 
or was bad for consumers. 

In fact, antitrust enforcement helped pave the way for Silicon 
Valley as we now know it. History shows our industry is particu- 
larly susceptible to competitive abuses due to certain aspect of 
high-tech markets, including network effects, intellectual property 
thickets, lock-in and opportunism enabled by architecture. Let me 
focus on three of these three big red flags. 

First, lock-in. Consumers are locked in when the costs of switch- 
ing from one vendor to another are prohibitively high. Currently, 
CCIA has filed a case against IBM for abusing locked-in customers 
in an attempt to maintain its mainframe monopoly. Legacy users 
of mainframe, who account for 80 percent of the world corporate 
and government data, face huge costs associated with moving their 
data and applications to other systems. Therefore, IBM has been 
able to keep prices artificially high. 

When a few companies pioneered methods to decrease the main- 
frame switching costs, IBM went on the attack to protect its mo- 
nopoly using litigation, intimidation, and finally buying up pioneers 
and mothballing their technology. 

The flip side of lock-in is that low barriers to entry diminish com- 
petitive risks. In certain markets, especially Internet-centered mar- 
kets, entry is easy and competition is just a click away. Thus, it 
is easy to lose market share quickly. 

A second red flag is chokepoints. Chokepoints are specific mar- 
kets through which consumers must pass to access an ecosystem of 
related products and services. Two current examples are semi- 
conductors and Internet access. The FTC’s Intel investigation illus- 
trates the presence of chokepoints in the semiconductor market. As 
the main brain of a computer, the semiconductor is a chokepoint 
of the computing industry. 

As the recent FTC investigation showed, Intel used this 
chokepoint to secretly harm its competitors’ products when it began 
to view graphic processing units as a threat to its own position in 
the chip market. I commend the FTC for its recent settlement re- 
garding Intel’s anticompetitive conduct. It demonstrated its exper- 
tise in handling this case. Going forward, however, the FTC must 
aggressively enforce this decree. 
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In addition to microprocessors, Internet access is another 
chokepoint. The content applications in Weh sites that run on top 
of the transport layer of the telecommunications network represent 
an extremely competitive market or groupings of markets, perhaps 
the most competitive markets in history. 

However, the infrastructure that users need to access the Inter- 
net is not nearly as competitive. Most consumers face a duopoly of 
Internet access providers — their phone company and their cable 
company. The current network neutrality dehate is really a byprod- 
uct of this largely noncompetitive market. 

A final red flag is architecture-driven opportunism, which we 
have seen in the Apple apps controversy. Without getting into too 
much detail, the problem was the potential bait and switch, as it 
appeared that Apple may have baited customers with an open plat- 
form, but then switched to a closed platform after consumers were 
locked in. 

Finally, I urge skepticism of special interest exemptions to the 
general rule in favor of free and open competition. The seminal 
2007 Antitrust Modernization Commission report said that there 
must be continued, “careful analysis and strong evidence for such 
exceptions” when supporting them, and even then it said such ex- 
ceptions should be granted rarely. 

And yet exceptions abound. The Supreme Court has created 
many, including for sports leagues and regulated industries, and 
there are calls for new exemptions such as for Internet news cov- 
erage. And, of course, we have long-standing exemptions for what 
the Supreme Court has repeatedly labeled monopolies of those gov- 
ernment-granted entitlements to monopolize ideas that we call “in- 
tellectual property.” All of these antitrust exemptions must be con- 
sistently tested in a crucible of cost-benefit analysis. 

In conclusion, it is critical for antitrust authorities to be watch- 
dogs, because when you are being bullied, it can be risky to speak 
out. But remember also that big doesn’t equal bad. We need inno- 
vative disruptive technologies to make it out of the garage and into 
the marketplace. Thank you. 

[The prepared statement of Mr. Black follows:] 
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Mr. Cliainiian, I appreciate the opportunity to testify before the Subcommittee on the role 
of antitrust law and competition policy in the digital age. 1 am President and CEO of the 
Computer & Communications Industry Association (CCIA), an organization that has promoted 
openness, iiiLeroperability and competition in technology industries for over 35 years. My 
testimony today rellccts the views of my organization and should not be attributed to any 
individual member company. 

Over the years, CCIA has been instrumental in the major antitmst cases of the high-tech 
era, including the fight against IBM dominance of the early computer marketplace, the breakup of 
AT&T, the U.S. Depai'tment of Justice (DOJ) and European Commission disputes with Microsoft 
and, most recently, the muUijurisdictional conflicts regarding various anlicompelitivc strategics 
devised by Intel and IBM. 

On Prudent Antitrust Enforcement 

Let me begin by acknov\ Icdging that care must be Utken to guard against overly aggressive 
antitrust enforcement, but 1 caution against stretching this argument too far. Recent claims that 
high-tech markets are banned by antitinst enforcement need to be put in context. Since the 
passage of the Sherman Act, there have been claims that antitmst law should not be applied to 
“new” industries because of “new” economic forces. In the first Sherman Act case decided by the 
Supreme Court in 1897, defendants claimed that the high fixed costs of the railroad industry 
would lead to ruinous competition that would destroy the industry. DefendanLs over the years 
have claimed that applying antitrust to coipomte stock acquisitions would greatly^ harm the stock 
market and that applying antitrust to the steel industry’ would imperil our nation’s competitiveness. 
In each case, antitrust law and its enforcers have adapted. If anything, antitrust enforcement 
helped pave the way for Silicon Valley as we now know it. Antitrust scrutiny of IBM prompted 
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the unbundling of liardv\ are and software, allowing an independent software industry to emerge. 
Even before that, antitrust enforcei's required AT&T to license one of its key inventions, the 
transistor, \vhich ga\’e rise to the modern hardware industry^ 

1 would also like to touch on the role of competitors in investigating antitrust violations. 
The role they play can be invaluable. They have indispensable knowledge and expertise about 
their own markets and a firsthand view of the harm inflicted upon consumers. In almost every 
antitrust case, competitors have played a large lole in bringing anticompetitive conduct to light. 
However, the case and facts must be examined independently, with a special eye given towards 
competitors’ motives. Competitors are not just harmed by aniicompetitn^e behavior, but they 
also harmed by legitimate, Darwinian competition. Although not a completely new phenomenon, 
the frequency with which antitrust is being wielded cynically by companies to hurl their fiercest 
competitors is increasing, and they do so because their competitors’ innovative business models 
threaten their ow n entrenched business models, bloitted margins and legacy revenue streams. 
These tai'gctcd legal and public relations campaigns arc actually damaging to competition. 
Regulators must therefore recognize that the most knowledgeable companies may also have 
ulterior motives, in my experience, our regulators are quite capable, and it is unfair to suggest 
they cannot think critically and dirfcrenliatc between trumped-up antitrust claims designed to 
protect legacy business models and legitimate claims about threats to the marketplace. 

Characteristics of Anticompetitive Threats in the Digital Economy 

Certain aspects of high-tech markets — such as network effects, tipping points, intellectual 
property thickets, lock-in, complexity, etc.— may' complicate antitinst enforcement. Some innate 
features of “new economy” industries may appear to have natural monopoly characteristics. 


However, this cannot rationalize more lenient antitrust policy. Quite the opposite, antitrust la\\'s 
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must remain in place to prevent fiiins from abusing the significant market pov\ er they are likely to 
obtain. Of course, it is Antitrust 101 that market power alone is not illegal. It is the 
aniicompeiiiive abuse of market powder that the law prohibits, for it impedes inno\ ation and haims 
consumers. Through the numerous cases vve have been involved in, CCIA has seen certain 
characteristics arise as red (lags in determining whether behavior is benign or anticompetitive. 
These red flags pertain to consumer “lock-in,” the presence of chokepoints, and the entrenchment 
of incumbents. 

Lock-in 

Consumer lock-in occurs when significant switching costs exist that effectively prevent 
customers I'rom migrating to other vendors. In high-tech markets, proprietary document formats, 
closed source code, and non-interoperability can all create or exacerbate lock-in. When artificial 
barriers are erected to prevent users from changing products or seivices. customers are harmed and 
the perpetrators are insulated from competitive pressures, which loweis incentives to innovate. 
Currently, CCIA has filed a case against IBM for abusing lockcd-in customers in an attempt to 
maintain its mainframe monopoly. Beeaiise legaey users of mainframes (who aecount for 80% of 
the world’s corporate and govenimenl data) face high cosLs associated with moving their data and 
applications to other systems, IBM has been able to keep prices much higher for these users than 
even IBM’s other customers in similar markets that utilize non-mainframe machines. When a 
few companies pioneered methods to decrease mainframe switching costs, thus allowing 
dissatisfied IBM customers to more easily migrate oil IBM mainframes if they so chose, IBM 
began an aggressive campaign against these pioneers, ineluding litigation, intimidation, and finally 
purchasing one of the companies and mothballing iLs new technology. 

On the flip side of the lock-in equation, high market share docs not always mean the 
presence of lock-in. In certain markets, especially Internet-centric markets, competition is just a 
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dick away. Regulators must be cognizant of barriere to entry, which include circumstances and 
phenomena that pre\ ent new players from entering a particular market. If the barriers to entiy are 
minimal, then high mai'ket share is not necessarily correlated with market power. In the Internet 
Search space, Google went from scrappy startup to market leader. Given low barriers to entry, it 
could just as easily lose that position, as Excite, Lycos and Alia Vista did before. 

Choke Points 

Choke points in high-tech markets are also frequent problem areas. These are specific 
markets through which consumers must pass to access an ecosystem of related products and 
serv ices. When choke points are abused, the controlling company can squeeze both consumers 
and product or service suppliers in the system to accept higher costs or unfavorable terms of use. 
Two current examples of choke points are the markets for sciTuconduclors and InlcmcL Access. 

The recent Federal Tiade Commission (FTC) investigation of Intel illustrates the presence 
of choke points in the markets for semiconductors. The semiconductor market for PCs and servers 
never saw competition blossom because of high intellectual property hurdles, the impoitancc of 
standardization, high upfront capital costs and anticompetitive conduct by the dominant firm, 

Intel. While Intel earned some of the highest profit margins of any company in the world, the 
original equipment manufacturers (OEMs) that relied on Intel to supply them with the majority of 
their computer chips hardly remained afloat. In fact, it turned out tliat Dell, one of the most 
successful OEMs, remained profitable only because they were receiving kickbacks from Intel not 
to use other manufacturers’ chips. Furthermore, since the semiconductor serves as the main brain 
of the computer or scrv er it powers, other components, such as graphics processing units (GPUs), 
must essentially plug into the semiconductor so they can work in conjunction with it. As the 
recent FTC investigation shows, Intel used this choke point to secretly harm its competitors’ 
products when it began to view GPUs as a threat to its own position in the CPU market. Intel’s 
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activities illustrate that dominant companies who control choke points can threaten ancillaiy 
markets as well. 

The Internet Access market is an example of another chokepoint. The content, 
applications and websites that run “on lop” ol' the transport layer of the Iclecoinmunications 
network represent an extremely competitive market (or grouping of markets); perhaps the most 
competitive market in history. However, the infrastructure that users need to access the Internet is 
not nearly as competitive. Most consumei’s face a duopoly of Internet Access Providers (lAPs): 
their phone company and their cable company. The current network neutrality debate is a by- 
product of this phenomenon. As The Economist recently obser\’ed, the network neutralitv^ debate 
is unique to the United Stales because we arc nearly alone among the industriali/cd nations in 
tolcraling a non-com pcli Live market for Internet Access. 

[America’s | vitriolic net neulnilily debate is a reflection of the lack of competition in 
broadband access. The best solution would be to retiuire telecoms operators to open llieir 
high- speed networks to rivals on a wholcsaie Ixisis, as is the case almost everywhere in the 
iiidusthalised world. America 's big nei\vork operators have long argued lhat being forced 
to share their networks v^-onld nndeiinijie their incentives to invest in new iiifrasTructure, 
and thus hamper the roll-out of broadband. Hiu lhat has not hapj)cncd in other countries 
lliiil have mandated such “o{X’n access”, and enjoy faster and cheaj?er broadband lliiuj 
Ameiica. . . . Rivali y between access pixM iders offens the best protection against the 
erection of new barriers to the flow of information online. ' 


Installed-hcise Opportunism 

Another topic 1 would like to address is the rccxnt conlrovcrsy surroLinding Apple and the 
applications (“apps”) market for smart phones. Several months ago, news accounts leaked of an 
FTC investigation into Apple’s policy change that prevented third party developers from using 
Adobe Flash-based tools to write iPhone apps. The functional importance of such a restriction 

‘The Web's Kevv W alls: How^ the Tlircats to the Internet’s Opemicss Can be Averted,” The 
Economist, September 02, 2010, available online at http://www.economist.com/node/16943579 
(last accessed on September 14, 2010). 
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from a competition policy standpoint was that it harmed the ability of developers to write 
applications for multiple operating systems. Because Apple had the largest apps store and highest 
percentage of the mai'ket, developers would almost always write their applications for Apple's 
plaLfonn. However, the use of Flash-based Ux)ls would allow developers to easily write apps for 
both iPhones and other phone operating systems, such as Android. Adobe claimed Apple’s 
actions were clearly anticompetitive and anti-consumer, while Apple claimed business and 
technological justifications for its actions. By no means was this a slam-dunk case for the FTC, 
but it docs appeal' that the Commission’s investigation helped spur Apple to rc\^crsc its decision. 

Although I will refrain from making ajudgment on the Apple/Adobe matter, there is one 
aspect of this case that has broader importance to future antitrust aiscs. In principle 1 support and 
promote open and interoperable systems. However, I also recognize that not all platforms arc 
going to be open. Although this can sometimes be an antitrust concern, it tinly depends on market 
concentration and specific circumstances. One aspect of the Apple situation that gives me pause is 
that Apple changed policies after it had surged to a commanding lead in the apps market, loeking 
dowm a platform that had prc\’iousIy been open. Carl Shapiro, the current Chief Economist at the 
DOJ, discussed this phenomenon when he was still a professoral Berkeley. Although he 
recognized the challenges with upfront “duties to deal” he did endorse being able to limit a 
dominant firm’s ability “to change policies by shutting down interfaces that had been open.”^ This 
behavior, also known as instalkd-base opportunism, is something that regulators must guard 
against. Competition policy should discourage bailing consumers with an open platform, and 
then closing dowm and restricting that platform to competition after consumers have already pai'tcd 
with their money. If Apple had banned Adobe Hash tools from the beginning, there likely would 

^ Michael L. Katz & Carl .Shapiro, Antitrust in Software Markets, in Competition, Iniiovalioii and the 

Microsoft Monopoly: Antitrust in the Digital Marketplace at 39 (Jeffrey A. iiiscnach & I'homas M. Lcnard 
ed. 1998). 
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have been less impetus for an investigation by the FTC. When consumers and developers commit 
to a system, they should knon- what they are getting into beforehand. When a company uses 
ne\^ ly-obtained, increased market share oppoitunistically and closes do\^’n a platform to avoid 
coinpctiLion, customers who have already l(x;ked themselves into this system (in the case of an 
iPhone, by signing an expensive two year serv ice contract) - arc deprived of the opportunity to 
make an informed decision up front. 

FTC^s Consent Decree with Intel 

Given the timing of this heaiing, 1 would be remiss if I did not take this opportunity to 
commend the FTC for its recent settlement with Intel over a number of anticompetitive actions. 
Although \yt commented more extensively on the specifics of the Intel Consent Order before the 
FTC,^ I wanted to outline some of my thoughts before the Subcommittee. The FTC showed its 
competence and c.xpcrtisc by c.xpanding its chtuges beyond the scope of the numerous other 
jurisdictions that had already brought charges against Intel. The FTC discovered behavior by Intel 
that included (a) altering its compilers to make a')mpetitors’ products appear slower, (b) releasing 
false product roadmaps to intentionally deceive companies that relied on Intel’s specifications, and 
(c) altering product designs to harm interconnected components that Intel found threatening. The 
FTC also made the correct decision when it came to remedying the effect of Intel’s behavior by 
seeking to bolster the current crop of competitors mid reinforce their right to compete in the x86 
computer mmket, as new entry is unlikely in this particular market.'^ However, CCIA is 
concerned with some of the ambiguity embedded in certain sections of the Consent Order and has 
urged the FTC to aggressively enforce the decree and interpret ambiguity in favor of consumers. 

^ Comments of the Computer & Communications Industry Association (CCIA), In re Intel 

Consent Order, Docket No. 9341 (filed Sept. 7, 2010). 

^ iS'ce page 4 above. 
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Re-examining Exceptions to the Rule in Favor of Free and Open Competition 

Finally, vve must remain both skeptical and circumspect about existing or proposed 
exceptions to the general mle in favor of free and open competition. I urge you to view with a 
critical eye all of the following: 

Any industry-specific exemptions, whether for sporLs leagues,"' or regulated industries, 
such as those manufactured by Trinko and Credit Sidssef 

proposed exemptions based upon some abstract “new” market phenomenon, whether 
that involves railroads or Inlcmcl news a)vcragc; and 

- government- granted rights to exclude in the form of cunent intellectual property 
entitlements, or proposed new monopolies on facts, news, fashion design, and so on. 

Each of these exceptions - existing or proposed - must be consistently tested in the crucible of 

cost-benefit analysis. Some exceptions will pass that test, such as many intellectual property 

rights - but it betrays the consuming public if wc fail to periodically question mid reassess whether 

or not to absolve certain industries for conspiring against a free aiid open mm'ket. 

Conclusion 

For the past 25 years 1 have had a front row seat (and sometimes a courtroom seat) for the 
antitrust battles of the lech industry. The successful outcome of some battles can be linked to 
spurts of innovation and economic activity that has propelled the US cconenny forward. As our 
country looks for no cost ways the govcnimcnt can help boost the economy, ensuring our antitrust 
policies are doing their job is a sound, laudable step. It is critical for authorities to be watchdogs 
because, when companies face bullying behavior by a dominant company that has real power to 
" Flood V. Kuhn. 407 U.S. 258 (1972). 

^ Verizon v. Law Offices of Curtis V. Trinko, 540 U.S. 398 (2(X)4); Credit Suisse Securities (USA) 
LLC V. Billing, 551 U.S. 264 (2007). 
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lock them out of the market, the risks of retaliation often mean silence - without a subpoena. But 
it is also important to remember that big doesn’t equate to bad and one must scrutinize a 
company's beha\ ior and the economic forces at play. We want a market where the best, most 
innovative ideas and disruptive technologies can make it out of the garage, dorm room or board 
room and into the marketplace without being squashed by big players trying to maintain their 
market share at the expense of the consumer and nation’s bottom line. 


About CCIA 

The Computer & Commuiiicaiioiis Industiy Association (CCIA) is dedicated to open maikets, open 
systems, and open neiworks. CCIA membei's parlicipiile in the information and communications 
technology industries, ranging from small entrepreneurial fiims to the largest in the business. CCT,4 
members employ nearly one million people and generate aimual revenues exceeding $200 billion. 

From the beginning, CCl.A has believed that imdei’standing and protecting innovation was central to our 
industiy^ 's future, and that our industry^ was unique, and of special importance to society. The essence of 
our indusliy is its ability to intelligently capture and analyze information, and communicate it to different 
people and paits of society more quickly and coniprchcnsivcly than ever imagined. Tn simple terms, 
electronic computing and communications greatly enhance our ability to think, speak, and interact. The 
innovation in these industries is of immense social, economic, and political importance, and it is changing 
almost every aspect of our world. 

Innovation - how^ to foster it, protect it, and benefit from it - requires us to understand the dynamic process 
that has worked to get us to where we are. It is not an accident Ihrrt innovation has flourished in a society 
that v alues an open, competitive marketplace, where independence and free speech are eiisluiiied in law. 
Therefore, (Xh.A s commitment to vigorous competition, freedom of expression, and openness is a natural 
product of understanding what lias helped our industry^ thrive, and what it needs to continue to do so. 
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Mr. Johnson. Thank you, Mr. Black. And it is important to 
know that we here at the Subcommittee want to receive such infor- 
mation as you indicated may be available to those who feel threat- 
ened or put upon or challenged in any way. And we would love to 
have that kind of information trickling in or pouring in, whatever 
the case might be. Thank you. 

Mr. Reed, please begin. 
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TESTIMONY OF MORGAN REED, EXECUTIVE DIRECTOR, ASSO- 
CIATION FOR COMPETITIVE TECHNOLOGY, WASHINGTON, 

DC 

Mr. Reed. Chairman Johnson, Ranking Member Coble and dis- 
tinguished Members of the Committee, my name is Morgan Reed, 
and I would like to thank you for holding this important hearing 
on the evolving digital marketplace. 

I am the executive director of the Association for Competitive 
Technology, or ACT. ACT is an international advocacy and edu- 
cation organization for people who write software programs. We 
represent over 3,000 small and midsize IT firms throughout the 
world. 

For my members the smartphone market represents the single 
largest opportunity for growth in the next decade. As growth in the 
PC market slows, the mobile market is accelerating, even in today’s 
slumping economy. And we are nowhere near the top. True 
smartphones have only 25 percent of the market in the U.S. and, 
more importantly, less than 7 percent in Asia. 

Given the importance of this market to my members, we appre- 
ciate that the Committee shares our concern about the continued 
competitiveness. Currently, however, we see the smartphone mar- 
ket as both dynamic and competitive. The latest market share 
numbers show that devices running Nokia’s Symbian operation 
system are currently in the lead at 41 percent. Research in Mo- 
tion’s Blackberry, which all of you have, is at 18. Google’s Android 
is at 17, and Apple’s iOS, which runs the iPAD and the iPhone, is 
at 15. 

So while Apple may be foremost in people’s mind, it isn’t the big- 
gest player in the smartphone marketplace. In fact, industry ana- 
lysts at Gartner suggest that Apple’s market share is destined to 
continue falling as Google’s Android grows to be the largest phone 
operating system by 2014. 

Now, despite Apple’s modest share in the smartphone market, 
some have expressed grand conspiracy theories on why Apple’s iOS 
does not support Mobile Flash Player from Adobe. The facts, how- 
ever, suggest something much more simple. Apple wants to create 
the fastest, most efficient and most stable mobile platform on the 
planet. And the current version of Mobile Flash is not fast. It is 
hard on battery life, and it is not particularly stable. 

Every smartphone vendor, including Apple, Google and Micro- 
soft, Nokia and others, have rejected Flash Player at one time or 
another for many of the same reasons. 

Additionally, our members don’t believe the rules governing Ap- 
ple’s App Store are harming competition in the smartphone market 
today. With more than 80 percent of our developers creating appli- 
cations on multiple platforms, developers are following opportunity, 
not fashion. 

And while some are concerned about the over broad nature of 
Apple’s previous restrictions on third-party tools, Apple’s recent up- 
date has removed those concerns for our members. And we look for- 
ward to developing more incredible applications on the platform. 

However, our members do have some concerns about the future 
of competition in the smartphone ecosystem. While the current 
competitive landscape offers our members bountiful opportunities 
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to feed their families and create jobs, Google’s march toward domi- 
nation of the market presents two challenges for future growth. 

First, the Android platform does not offer the same kind of op- 
portunities for software developers to get paid directly for their ap- 
plications. Google makes 99 percent of its revenues from online ad- 
vertising platforms, and therefore strongly pushes developers to- 
ward an advertising-funded model. 

And while Google can get fat in a world where all Android appli- 
cations are advertising-funded, most small businesses will starve 
unless they can attract a massive user base like we see with what 
we all heard about Farmville. 

Second, if your application or service develops the scale necessary 
to survive on advertising alone, Google becomes very interested in 
you. For example, just a few short years ago MapQuest was a go- 
to Web site for online maps and directions. I am sure many of you 
used it. After MapQuest built an impressive market, Google bought 
a company called Where To and integrated its mapping software 
directly into its search results. MapQuest stopped showing up on 
the first page of a Google search and quickly became an also-ran. 

This experience illustrates why many of our members are con- 
cerned by Google’s proposed acquisition of ITA, the search engine 
that powers nearly every travel booking app and Web site. Many 
of our members are worried that Google’s plans “deep integration 
of ITA’s technology could skew the results to favor Google, and 
Google may even cut off the ability to use ITA’s patented tech- 
nology in mobile applications.” 

Now, as veterans of several technology company antitrust cases, 
ACT can sympathize with Google’s position here. It wasn’t that 
long ago they were just two guys in a garage, like many of our 
members. But as the rest of the panel can attest, the rules change 
when you achieve a dominant market share, even when it is gained 
lawfully. 

The same transactions that were simply smart business as a 
startup can be found anticompetitive when you are that dominant 
company in a market. And the DOJ has already determined that 
Google has dominant market shares in both search and search ad- 
vertising market. Therefore, we expect the DOJ to thoroughly re- 
view the acquisition of ITA and ensure that a competitive market- 
place is preserved. 

In summary, our members are incredibly excited about the op- 
portunities offered by the smartphone market. The market today is 
competitive and dynamic, but there are some challenges on the ho- 
rizon, and we hope the Committee will continue to look closely at 
them. Thank you. 

[The prepared statement of Mr. Reed follows:] 
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Chairman Johnson, Ranking Member Coble and distinguished members of the 
Committee: My name is Morgan Reed, and I would like to thank you for holding this 
important hearing on the evolving digital marketplace and the role it plays in driving 
innovation, fostering economic growth and, most importantly, creating new jobs. 

I am the executive director of the Association for Competitive Technology (ACT). ACT 
is an international advocacy and education organization for people who write software 
programs — referred to as application developers — and providers of information 
technology (IT) services. We represent over 3,000 small and mid-size IT firms 
throughout the world and advocate for public policies that help our members leverage 
their intellectual assets to raise capital, create jobs and innovate. 

Our community leaders are not political spokesmen — they are engineers; and I have 
drawn upon our membership’s technical expertise and business concerns to inspire and 
inform these comments. In general, our membership finds the digital marketplace to be 
dynamic and open, with few impediments to moving between technologies. Instead, the 
challenges faced are more often connected to elements not directly tied to technology at 
all, but rather to regulatory uncertainty and to limited options for maximizing online 
advertising revenue. 

The Smartphone Ecosystem is Creating Jobs and Opportunities in a Tough 
Economy 

The state of the U.S. economy is profoundly unsettled. Questions about job security, 
healthcare, and foreclosure have become dinner table conversation throughout this 
country. 

In the face of all of this turmoil, there has been a bright spot in economic growth: Sales 
of smartphones and tablets, such as the iPhone, the Android and the iPad, continue to 
outpace all predictions and are providing a huge growth market in a slumping economy. 
Smartphones that run third party applications are creating opportunities for handset 
manufacturers like HTC, Apple and Motorola, communications firms like Verizon and 
AT&T, and most especially for application developers like our members. 
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Just a little over two years ago, Apple launched its Apps Store to provide a place for 
developers to sell independently developed applications for the iPhone. Since then, over 
250,000 new applications have gone on sale, with billions of applications sold or 
downloaded. The Android platform has recently exceeded the growth rate seen in the 
iPhone, totaling more than 100,000 applications available, with 10,000 new programs 
available each month. 

And at the end of this year, we will also see the release of Windows Phone 7, with its 
own applications store which will likely be a big player. For me, each application 
showing up in a mobile store represents work done by a member — or a potential future 
member — of ACT. 

Even more important are the opportunities that lay farther ahead. As Members of 
Congress you all have BlackBerries, and many of you have iPhones, Androids or 
Windows Mobile devices as well. Yet according to a recent Morgan Stanley report', 
most people haven’t yet invested in such technology. True “smartphones” have around 
25% penetration in the U.S.; in Asia, it may be as low as 6%. This represents a pathway 
for growth leading far into the future. 

The Apps World is Dynamic 

While a great deal of attention has been paid to the iPhone, the latest numbers show that 
the hype is larger than the footprint. Similar devices using the Symbian operating system 
are , far and away, the actual market leaders around the world. Statistics published for 
the second quarter of 201 0 showed that Symbian devices comprised a 4 1 .2% share of 
smart mobile devices sold, with RJM (BlackBeny) at 18.2%, Android at 17.2%, and 
Apple at 1 5.1%. This represents a drop in Apple marketshare from third overall, to 
fourth.^ 

Symbian’s dominance often goes unnoticed because its reach is so complete. Nearly 
every major carrier in the world carries Symbian phones. Here in the U.S., Symbian 


Jittp://www.morganstanley.com/institutional/techresearcli/pdfs/2SETUP_l 21 42009_RI.pdf 

^http://ai'stechnica.com/gadgets/news/2010/08/smartphones-lead-mobile-sales-android-moves-mto-no-3- 

spot.ars 
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phones can be found on all GSM networks: AT&T carries Symbian smartphones from 
SonyEriccson and Nokia’, as does T-Mobile’ Symbian phones have several different 
app marketplace options, including Nokia’s Ovi, Samsung Apps. and the Sony Play Now 
Arena’ 

But even Symbian’s dominance is likely lleeting. A study released by Gartner on 
September 10, 2010, says that Symbian's first place ranking will be challenged not by the 
iPhone, but by Google Android By 2014, iOS (the operating system for the iPhone and 
iPad) will have fallen to a distant third.* 

Developing for Multiple Platforms is the Norm 

Both external sources’ and ACT's internal polling show that a high percentage of our 
members are developing for multiple platforms This is not an inhibition or barrier to 
des elopment, as some have suggested. In fact, the range of options in platform languages 
provides more opportunity for developers. 
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Mike Sax, our current board president, is a perfect example. Mike is a long-time 
developer of applications for the Windows platform. Two years ago, he wrote an app for 
the iPhone called Easywriter that was a huge success, with millions of downloads. Two 
months ago, Mike attended the Android developers conference to prepare for porting 
Easywriter to Android, and he’s already thinking about his next Windows Phone 7 
application. For developers like Mike, getting to work with, and develop for, the newest 
innovative technology platforms is almost as important as breathing. 

Other ACT members are developing games for the Xbox 360 and porting them to the 
iPhone using Unity, and still more are looking at breaking into the business market on the 
BlackBerry Torch. 

Finally, another group Is bypassing the application marketplace concept and focusing on 
mobile web applications that will run well on mobile devices as well as a traditional 
desktop. 

But possibly the most important thing we have noticed about the new apps world is how 
it has reinvigorated the developer community. With mobile and Xbox 360 apps, we have 
seen the return of the small, passionate developer who is focused on a product that will be 
created and shipped in a matter of months. These developers no longer have to worry 
about printing boxes and marketing materials, or how to take credit cards. The apps 
market model gives the developer a straight shot to the consumer, and developers find 
that empowering. 

Why is there no Flash on the iPhone? 

One question posed by this hearing is “why does Apple’s iOS not support Adobe Flash?” 
Despite some of the grand conspiracy theories being floated, the facts suggest a simple 
answer: Apple wants to create the fastest, most efficient, and most stable mobile 
computing platfonn on the planet. On the mobile platfonn, where memory, processor 
time, and battery life are the most limited resources. Flash is a resource-hogging, battery- 
eating crash monster. 
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The most common source of system crashes and performance loss on any computer 
system are poorly written third party applications. In order to minimize this risk, Apple 
has put strict rules on third party application developers like our members. These rules 
are designed to ensure that the applications in the App Store are fully optimized for the 
iOS platform and therefore less likely to create perfonnance problems. This approach 
allows iPhone and iPads to avoid the kind of speed, battery, and stability problems that 
are found on “Wild West’ ’-style platforms that allow any and all programs to run on 
them. The end result is that the consumer doesn’t have to worry about their computing 
device becoming slow or unstable. It just works. 

Apple was not alone in raising concerns about Flash. The Android operating system 
didn’t support Flash until its most recent release, and older Android phones remain 
incompatible with Flash. Microsoft has also announced that its initial release of 
Windows Phone 7 will not include a Flash player. None of these vendors rejected Flash 
for anti-competitive reasons. Instead they simply concluded that Flash is not ready for 
their devices. 

Cross Platform Tools Hullabaloo - A Flash in the Pan 

The license terms Apple drafted to restrict the use of misbehaving tools, however, were 
overly broad and seemed to prevent the use of any cross- platform tools to develop iOS 
applications. This was clearly not the intent of the rules, however, given that Apple never 
stopped approving apps built with alternative cross-platform tools like Unity. As Unity 
CEO David Helgason said: 

“All along Apple kept approving every single Unity game submitted to the 
AppStore - several per day - and even featuring some of them highly, so it was 
clear that Apple never stopped liking the results of what Unity developers have 
been doing. And neither did the gamers by the way: they’ve downloaded tens of 
millions of copies of Unity -based games, more often than not without knowing or 
caring if tools or middleware had been used or not.”* 


® http://blogs.unity3d.coiTi/20 1 0/09/1 0/uiiitv-and-ios/ 
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We believe that Apple had no interest in preventing cross-platform games in general. 
Apps built using the cross-platform Unity toolkit kept getting approved because Unity 
simply does not have the same problems as Flash. At least 20% of the top selling iOS 
games were built using Unity, and in July of 2010, Unity had more than 200,000 
registered developers’. Therefore, last week Apple revised its license to clearly allow the 
use of cross-platform tools, including some types of Flash applications. 

The Apple App Store has created an amazing opportunity for our members to innovate 
and grow their companies. With heavy competition from Microsoft’ s Windows Phone 7, 
BlackBerry, HP’s Palm OS, and Google’s Android, ACT believes that Apple has little or 
no power to harm competition in the industry even if they wanted to. In fact, the biggest 
challenge our members face is not from Apple’s App Store, but to be forced into an 
advertising-based business model. 

Competition Issues Do Exist 

Some of our members have expressed concern about what the rise of the Android 
smartphone platform will mean to revenues. As Android’s marketshare rises, developers 
are increasingly concerned that they will be forced to rely exclusively on advertising 
revenue, rather than a mix of business models. 

Revenue from ad-supported applications is significantly lower; with some companies 
reporting a 75% difference in earnings. Additionally, the advertising model relies 
entirely on number of viewers, which limits the viability of smaller, niche products 
whose value to a broad audience may be limited. Given that Google’s Android OS is tied 
to its dominant search engine and advertising platfonns, our members have some 
concerns about its ongoing effect on competition in the smartphone marketplace. 

Chairman Johnson, Ranking Member Coble and distinguished members of the 
Committee, the future of the digital marketplace looks bright for small business, so long 
as the marketplace remains dynamic and competitive. I hope that the committee will 
continue to focus the spotlight on the contribution small business makes to the future of 


^ http://uTiity3d.com/compam^/fast-facts 
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the digital economy and the way government can do a better job to encourage that 
productive future. Thank you for your time and consideration on this important topic. 
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Mr. Johnson. Thank you, sir. 

Next, we will hear from Mr. Cleland. 

TESTIMONY OF SCOTT C. CLELAND, PRESIDENT, 
PRECURSOR, LLP, McLEAN, VA 

Mr. Cleland. Thank you, Mr. Chairman and Ranking Member, 
for the opportunity to testify. My testimony reflects my own per- 
sonal views and not those of any of my clients in the communica- 
tions or tech sector. 

I have two digital competition insights for you today. The first 
is a competition digital dichotomy, which is the competition is very 
different in the physical world of network and devices than it is in 
the virtual or online world of applications or information. And so 
the critical difference to finding difference here is in the last 15 
years the evolution of competition in the physical world of networks 
and devices has evolved from monopoly toward competition, while 
the evolution of competition online and virtual has devolved from 
very competitive toward monopoly. 

And my second point today is the Googlopoly is the main anti- 
trust event. Attached to my written testimony is a 40-page presen- 
tation. It is the sixth in my research on this topic. You can find 
them at googlopoly.net, the previous ones. 

Let me run through quickly some of my conclusions. Lax anti- 
trust enforcement tipped Google to monopoly and facilitates Inter- 
net media monopolization. More is at stake than competition from 
an information access monopoly. Googlopoly threatens economic 
growth, jobs, privacy, intellectual property, a free press, fair elec- 
tions and cyber security. 

There is no net economic growth or no net job creation in a free 
Internet sector model — only deflationary price spiral, net negative 
growth, property devaluation, job losses and monopolization. The 
consumer does not win from a monopoly control over free and full 
access to distribution. 

Google is a vastly more serious antitrust threat than Microsoft 
ever was. Google has unique total information awareness power, 
because it tracks most everything that happens on the Internet. 
Google’s monopoly secret weapon is that it has deep tracking in- 
spection of everything that passes through the Google cloud. And 
Google is not an honest broker in search. It hides multiple serious 
conflicts of interest. 

Now, let me elaborate on a couple of final insights. Lax antitrust 
enforcement allowed Google to buy its way to an Internet TV mo- 
nopoly via YouTube, Doubleclick, AdMob, and to extend its search 
monopoly to Internet streaming video, soon to be rebranded as 
Google TV. 

Now, look at the vertical monopoly Google has bought and as- 
sembled right under antitrust authorities’ knows — Google Search, 
effectively a billion-person audience with a uniquely comprehensive 
remote control and TV guide; YouTube, the dominant Internet 
video distribution network; DoubleClick, the dominant one-stop 
Internet advertising agency and Nielsen-like actual measurement 
mechanism; and then AdMob, the leading mobile advertising net- 
work. 
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The result is a Google Internet TV monopoly, or what I call a 
monocaster, a billion viewers, that dominant Internet advertising 
and distribution network, the only comprehensive viewer measure- 
ment mechanism, and here no legal media ownership limitations at 
all, which effectively limit all of Google TV’s competitors to a tenth 
of Google’s viewing audience. 

It is stunning that Congress, which has long been obsessed with 
ensuring that no one entity controls the media and which is myopi- 
cally worried right now about the Comcast-NBCU merger that 
would have about one-fourteenth of the audience that Google TV 
will have, has been totally asleep as Google has assembled a global 
Internet media monopoly right beneath our noses. 

And right now Google is at it again. It is trying to buy its way 
into an eventual monopoly in the travel vertical by buying ITA soft- 
ware. Now, ITA software is the underlying search engine or search 
software that virtually everybody in the online travel business 
uses. So DOJ must scrutinize this ITA transaction, because it is 
the current prime example of how Google buys something and then 
integrates it in, and because it buys something that is dominant, 
it adds that with its dominance, and it is largely game over in that 
new segment. 

So don’t ignore the blue whale in the antitrust ruling, 
Googlopoly. I recommend this Subcommittee strongly urge the DOJ 
to prosecute Google for monopolization of Internet media. Thank 
you for the opportunity to testify. 

[The prepared statement of Mr. Cleland follows:] 
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1. Introduction 


Mr. Chairman and Members of the Subcommittee thank you for the honor of testifying on the 
important subject of: ''CompetilUm and the Involving Digital Marketplace’^ T am Scott Cleland, 
President of Precursor LLC, an industry research and consulting firm, specializing in the future 
of the converging techcom industry. For the last four years, I have also been Chairman of 
NetCompetition.org, a pro-competition e-forum funded by telecom, cable and wireless 
broadband companies. In addition, I have done consulting for Microsoft. My testimony today 
reflects my own personal views and not the views of my clients. 

My purpose today is to help the Subcommittee see the proverbial forest for the trees. In other 
words, I hope to help distinguish the most important and serious system-wide competition 
problems in the evolving digital marketplace, from the less serious or not serious competition 
problems that may be garnering the attention of the subcommittee. 

The outline of my testimony is as follows: 

I. Introduction 

II. The Competition Digital Dichotomy 

III. Googleopoly - The Main Antitrust Event 

IV. Conclusion 

V. Appendix: Bio & Googleopoly VT 
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11. The Competition Digital Dichotomy 


In evaluating competition in the evolving digital marketplace, the first order insight is to 
understand the competition digital dichotomy - that competition is very different in the physical 
world of networks and devices than in the online virlual world of information and applications. 
The critical and defining difference is that over the last fifteen years the evolution of 
competition in the physical world of networks and devices has steadily evolved from monopoly 
toward competition, while the evolution of competition in the online /virtual world of information 
and applications has steadily devolved from competition toward monopoly. 

The competitive trend in the physical communications world, which originated in the change in 
law and policy in the 1996 Telecom Act, was fundamentally anti -monopoly, pro-competition and 
pro-antitrust. 

• Wireline: The wise removal of government prohibitions of communications competition 
has resulted in the U.S. having the most competitive facilities-based broadband market in 
the world and the most competitive wireless handset market in the world. No other 
country in the world has a second national broadband infrastructure that reaches 95% of 
households - cable. As a result, the rest of the world does not enjoy the consumer and 
investment benefits of real national-scale wireline broadband facilities-based 
competition. De-competition advocates who yearn for the 1934-era central planning 
powers afforded by monopoly regulatory policies, derisively and wrongly frame 
America’s unique real facilities-based competition, as a “duopoly” glass-half-empty 
situation, when the rest of the world has a glass-half-full envy of America’s real facilities 
competition that has fueled hundreds of billions of private broadband investment and 
spurred broad innovation. 

• Wireless: De-competition advocates also try and frame the U.S. wireless market, the most 
competitive in the world by most every measure (choice, price, concentration, innovation, 
etc.), as somehow not competitive “enough,” so again they can impose their 1934-era 
centrally-planned regulatory policies. The billions spent annually on wireless advertising 
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is a daily testament to the fierce competitiveness of the American wireless market where 
consumers have their choice of at least four full service national wireless providers and 
more handset choice (over 600 handsets) than any nation in the world. Moreover, 
Clearwire is on path to be a fifth nationwide wireless competitor using WiMax 
technology and the FCC is poised to approve yet another form of wireless competition 
leveraging unlicensed "white spaces” broadcast spectrum. 

• Sqfnvare: The analogous situation in the physical technology world to the 1996 Telecom 
Act, was Microsoft’s monopoly of the PC operating system market and the DOJ’s 
antitrust enforcement action that also allowed the Internet to emerge competitively. Like 
the 1996 Telecom Act, the 1990’s Microsoft antitrust case was anti-monopoly, pro- 
competition and pro-antitrust. 

In stark contrast to the physical network/device dynamic of moving from monopoly toward 
competition, the competitive dynamic in the online virhial world has been the opposite, starting 
with wide open competition and moving towards monopoly in an environment of and lax 
antitrust enforcement. 

Consider the well-known evidence of this competition toward dominance/monopoly trend: 

• Google’s dominance of search; 

• Google-YouTube’s dominance of video streaming; 

• Google-DoubleClick’s dominance in ad-serving and analytics; 

• eBay’s dominance of online auctions and epayments; 

• Amazon’s dominance in e-retailing; 

• Facebook’s dominance of social networking; 

• Skype’s dominance of global VoIP calling and video-calling; and 

• Twitter’s dominance of real time infocasting. 

Why does this competition digital dichotomy exist? The reason for this digital dichotomy is more 
than their starting points of a monopoly origin versus a competitive origin. Simply, the 
online/virtual world is powerfully different than the physical world. The online/virtual world is 
characterized by a ''winner take all” dynamic. Why is that? 
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• First, the Internet, by definition, is standardized around Internet protocol. What makes the 
Internet unique is that it is the most standardized and internationally harmonized 
technical foundation for communication and commerce -- ever. This near perfect 
standardization creates unique global universality. Ironically, the Internet’s greatest 
strength, its universality, is also its greatest weakness - its natural propensity to 
extreme centralization, concentration, and monopoly power 

• Second, the online/virtual dimension of the Internet is vastly different than the physical 
infrastructure and devices that enable it, because the online world generally does not have 
the friction and inefficiency of governmental borders/sovereignty or the substantial 
distribution costs/delays that the physical world must overcome. This inherent boundary- 
less-ness of the Internet allows it to achieve greater and faster economies of scale, scope 
and reach than any entity ever could hope to achieve in the physical world. These vastly 
greater virtual economies of scale, scope and reach dwarf potential physical economies, 
which means that after fixed costs are covered, going-forward incremental costs can be 
near zero. 

• Third, it is also vastly different in that the Internet has exponentially greater network 
effects or inherent the strong-get- stronger perpetual feedback loops, that are powered by 
Metcalfe’s Law where the value of a network is the square of its nodes. 

• Fourth, first movers often can develop insurmountable switching costs and user stickiness 
because of the Internet’s unique attributes. The first “free” offering in a segment seizes 
the monopoly advantage of eliminating the central mechanism of a competitive market - 
the potential for price competition. In order for a “free” offering to ultimately be 
commercially viable and sustainable, it must win the race to lock up a dominant share of 
the user audience for that application. Purveyors of the first-mover “free” model know 
that they must thwart the possibility of a viable competitor by creating as many switching 
costs and user sticldness as possible through cookies, passwords, storage, and as many 
integrated/bundled features, products and services as possible. 

• Fifth, there is the “Internet Choice Paradox,” a concept I introduced in 2007 Senate 
antitrust testimony on the Google-DoubleClick acquisition. The “Internet Choice 
Paradox” is the counter-intuitive reality in a “free” Internet sector model; competition is 
not “one click away,” because advertisers not consumers pay for availability and use of 
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''free'' content. That means there is very limited choice for web publishers and advertisers 
— the ones that really pay for the “free” content — to reach users with their info or ads. 

• Counter-intuitively, the Internet is inherently a monopolizing technology. 

Now that we see the big picture that the physical world of networks and devices are trending 
imperfectly from monopoly toward competition and that the online virluai world is trending 
imperfectly toward monopoly, it is important to see the big picture and to focus on by far the 
most important and serious competition/antitrust problem in the digital marketplace today 
- Googleopoly - the “Antitrust Main Event.” 


111. Googleopoly - The Main Antitrust Event 


What follows is the Executive Summary of my just published study of Google’s impact on 
competition, the economy, pricing, and jobs: '"Googleopoly VI — Seeing the Big Picture: How 
Google is Monopolizing Consumer Internet Media and Ihreatening a Price Deflationary Spiral 
and Major Job Losses in a Trillion Dollar Sector P 

A. Recommendation: 

The facts and stakes warrant the U S. DOJ filing a Sherman Section 2 Antitrust Case and the EU 
Filing a Section 102 Statement of Objections - against Google Inc. for monopolizing consumer 
Internet media services. 

• Since Google increasingly is the Internet for info access and distribution, and also is increasing!}' 
monopolizing the consumer Internet media ecosystem witli a systematic monopolization strateg}', 
a broad antitrust case is warranted, because event-specific investigations/actions are a losing 
antitrust game of "whack-a-mole 


1 



B. High-Level Conclusions: 


1. Lax antitrust enforcement tipped Google to monopoly and facilitates monopolization of consumer 
Internet media. 

2. Google's monopoly plattbnn increasingly is supplanting and dominating the consumer Internet 
media ecosystem. 

3. Tliere is more at stake tlian competition from a global infomiation access bottleneck; 

Googleopoly threatens economic growth, jobs, privacy, intel. property, a free press, fair 
elections, cyber-security, & sovereignty. 

4. Only Google has a billion user audience, -all infomiation/advcrtiscrs/publishcrs. & a frcc-iiifo 
business model tliat eaii sustain pervasive prcdatoiy^ free iiifo/produets/scivdecs long term. 

There’s no net-economic-growth or net-job-creation in a “free” Internet sector model — 
only: a deflationary price spiral; net negative growth, property devaluation, job losses, and 
monopolization. Over 20 industries, 200+US/EU companies, and hundreds of thousands of 
jobs are at risk from Googleopoly’s anti-competitive price deflationary spiral. 

5. Tlie consumer does not win long-temi from monopoly -control over “free" information access & 
distribution. 


C. Additional Coiicliisioiis: 

1. Google is a vastly more serious antitrust threat to consumers and the economy than Microsoft, 
because the DOJ blocked Microsoft from extending its monopoly vertically into the broader 
economy, while antitrust authorities have unwittingly aided and abetted Google's vertical 
monopolization of vast parts of the broader economy. 

2. Lax antitrust enforcement allowed dominant Google search to acqnire: YouTube's dominant 
video-streaming, DoubleClick’s dominant display ad-serving/analyfics, and AdMob's dominant 
mobile advertising — to create a dominant Google TV global “monocaster” platform for all types 
of IP devices with 80% of the video streaming audience ^d dominance of IP video 
views/minutes viewed. Only Google TV has no media concentration limits. 

3. The Internet's greatest strength is also its greatest weakness, in that the Internet's universality 
naturally leads to extreme centralization, concentration and market power. Thus Google 
increasingly is the Internet for most. 
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4. Google has systematically assembled all the building blocks in the ""stack’’’ of necessary 
capabilities to become the dominant platform of the consiuner Internet media ecosystem; a 
winncr-takc-all dynamic; omniscient mission and omni-directional ambition; omnivorous info 
collection; Internet omnipresence; Internet-scalable infrastructure; omnifanous products, services 
& info types; Internet behavior omniscience; and omnivorous ecosystem share. 

5. Google has unique “Total Information Awareness Power” where it collects, records, stores, 
ajid analyzes most all Internet activit}': all the world's infonnation and all market infonnation of 
usage, traffic, supply and demand; and pennission-less profiles of users': personal identifications, 
locations, intentions, and associations. 

6. Google's monopoly power is lasting because of re-enforcing spheres of monopoly influence — 
a monopoly platform surrounded by: 75-^ acquisitions; many satellite companies financially 
dependent on Google for search monetization; thousands of publisher revenue-share ‘’partners;” 
and a phalanx of free info, products and services. 

7. Google's secret weapon is its “deep tracking inspection” of everything that passes through 
Google's cloud, where "innovation without pennission” means that Google has to ask no one for 
permission to use the derivative tracking metadata from anyone: publisher partners, advertiser 
clients, competitors, proprictarv owners or users. 

8. Google is not an honest broker in search; it hides multiple serious conflicts-of-interest. 

D. Google’s Monopolization Strategy 

1 Misrepresent conflicts-of-interest to build trust as an honest broker. 

• Google built an ill-gotten critical mass of user trust through systematic 
misrepresentation of Google's real broker interests and by not publicly disclosing 
multiple serious conflicts-of-interest that would be considered fraudulent and 
deceptive if done in the off-line marketplace. 

2 Systematically foreclose competition. 

• Google uses unique market-wide metadata information power to find and buy the 
most strategic first movers cheap before: a business model can form effectively; 
revenue hits the “hockey stick” growth inflection point; a market can be defined for 
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antitmst enforcement purposes; and others learn what Google knew from analyzing 
everyone else’s proprietary metadata without permission. 

• Google co-opts and subordinates actual and potential competitors by providing 
outsourced search, tracking/analytics, and advertising monetization through opaque 
and supra-competitive revenue-sharing arrangements that create business dependency 
on Google. 

• Google forces the wholesale price for information access towards zero by copying all 
information without permission/compensation to make it accessible for free, then 
forcing an ad-monetization model so that information itself is not valuable, but only 
access to infomiation & adding functionality to information. 

• Google predatorily dumps monopoly-subsidized omnifarious products/services to 
eliminate competition. 

3 Structure opaque derivative markets so Google can be player, referee, scorekeeper & 
paymaster all at once. 

• Google's “auctions” are not auctions between buyers and sellers where the highest 
price prevails; Google’s auctions are a derivative algorithm that discriminates against 
bidders to award the ad, not to who bids the most, but to who Google estimates has 
the best probability of generating the most derivative ad clicks and hence revenue for 
Google. Google also unilaterally sets minimum bid prices. 

4. Exclude competitors from information critical to competition, 

• Google owns and controls uniquely vast and critical datasets (YouTube, Books, 
Earth/Maps/StreetView, etc.) and makes them publicly accessible and useful to users, 
but excludes competitive crawling or indexing so competitors cannot offer 
competitive search results. 

• Google harvests and controls all the derivative “metadata” (data on the data) that the 
dominant Google Internet media platform produces, i.e. the how, what, where, when, 
why and how much of most Internet traffic, clicks and behavior, that Google uniquely 
records to allow Google to create unique derivative metadata profiles of individual 
users, groups, demographic slices, and the market overall. 
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5 Discriminate predatorUy against competitors and self-deal in favor of Google info, 
products and services. 

• Google detects and impedes emerging search competitors from becoming more 
competitive by predatory monopoly discrimination using “human raters'' to lower 
their search ranking and increase their price per click, so they have to pay more for 
less and can’t compete; and 

• Google self-deals by using Google’s unique knowledge of partners, competitors, and 
users’ proprietary and private information to identify, own and then rank critical 
building block content first, above partners and competitors, so that competitors 
cannot succeed. 

6 Front-run partners and competitors by using their own confidential/proprietary 
information against them. 

• Google tracks, records and analyzes most all behavior on the Internet, Google’s 
“Total Information Awareness Power,” so Google can effectively reverse- 
engineer the most valuable trade secrets and confidential information from 
partners and competitors, i.e. their confidential client lists (users, advertisers), 
iheir acinal measured strengths and weaknesses, plans, strategies, and tactics. 


VI. Conclusion: 

One of the most difficult jobs this Subcommittee has is to sort through all the competition noise 
and zero in on the most important and serious antitrust problems facing the country, that if they 
are not addressed appropriately could be disastrous for the economy and the American people. A 
key takeaway for this subcommittee is that real and serious antitrust issues in the physical world 
of networks and devices inherently are slower paced and easier to detect — so they are not going 
to sneak up and surprise the Subcommittee. In stark contrast, antitrust problems in the fast-paced 
and opaque online world can and have sneaked up on the Subcommittee in the case of 
Googleopoly. 
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While there may be many competition/antitrust issues put forth today for the Subcommittee’s 
attention, don’t be distracted and miss the Main Antitrust Event: Googleopoly, No other digital 
competition threat poses anywhere near the detrimental impact as Googleopoly does. 

Googleopoly threatens: the economic recovery, job creation, privacy, jobs, intellectual 
property, a free press, fair elections, and cyber-security. Don’t ignore the blue whale in the 
antitrust room - Googleopoly. 1 recommend the Subcommittee urge the DOJ Antitrust 
Division to enforce the law and sue Google Inc. for monopolization of consumer Internet 
media -- under Section 2 of the Sherman Antitrust Act. Let the rule of law work and have the 
court determine the facts and judge if Google is indeed monopolizing markets. 

Thank you again Mr. Chairman and Members of the Subcommittee for the opportunity to share 
my personal views and analysis on "X^ompetition in the I'lvolviug Digital Marketplace" 
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V. Appendix: 

A. Bio 

B. Googleopoly VI- How Googleopoly is Monopolizing Consumer Internet Media 


A A A A 


Bio: 

Scott Cleland 

President, Precursor® LLC 
Chairman, NetCompetition® 


Scott Cleland is a precursor, a prescient analyst with a long track record of industry firsts. 
Cleland is President of Precursor LLC, which consults for Fortune 500 clients; authors the 
"widely-read" PrecursorBlog.com; publishes GoogleMonitor.com and Googleopoly.net, and 
serves as Chairman ofNetCompetition.org, a pro-competition e-forum supported by broadband 
interests. Nine different Congressional subcommittees have sought Cleland's expert testimony on 
a wide range of complex emerging issues related to competition; and InsTitutioml Investor twice 
ranked him as the top independent telecom analyst in the U.S. Cleland has been profiled 
in Fortune, National Journal, Barrons, WSJ’s Smart Money, Investors Business 
Daily, and Washington Business Journal. 
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Mr. Johnson. Thank you for adding some passion into such a 
dry subject, if you will. 

Professor Manne — Manne, I am sorry. 
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TESTIMONY OF GEOFFREY A. MANNE, EXECUTIVE DIRECTOR, 

INTERNATIONAL CENTER FOR LAW AND ECONOMICS, LEWIS 

AND CLARK LAW SCHOOL, PORTLAND, OR 

Mr. Manne. Thank you. And now for the dry academic view- 
point. 

I want to thank you, Mr. Chairman and Ranking Member Coble 
and the rest of the Members of the Committee for 

It was. Is it? Yes. 

My name is Geoffrey Manne. I am the founder and executive di- 
rector Of the International Center for Law and Economics. I also 
teach at Lewis & Clark Law school in Portland, Oregon. I just 
want to clarify that the International Center for Law and Econom- 
ics is not affiliated with the school, and while I do speak on behalf 
of the ICLE, I do not speak on behalf of my colleagues at Lewis 
& Clark Law School. I would say that is probably true unani- 
mously of my colleagues at Lewis & Clark Law School. 

I have written widely on the subject of competition policy and in- 
novation and want to mention a forthcoming volume from the Cam- 
bridge University Press, for which I am a co-editor, on competition 
policy and intellectual property law under uncertainty regulating 
innovation. And I think it is the existence of uncertainty that ani- 
mates my remarks today. 

What I want to talk about is what we do with all of the informa- 
tion that we have, sort of a meta question, how do we make a deci- 
sion about what to do in a world in which things, actions, business 
actions could be anticompetitive and could be pro-competitive. 

It turns out that there is an enormous amount about the eco- 
nomic implications of business conduct that we still don’t under- 
stand, and our antitrust laws nevertheless obligate us to soldier on, 
developing sound expectations about the anti-or pro-competitive 
implications of various forms of business conduct nonetheless. We 
would do well to recognize our ignorance. 

In brief, the essential antitrust analysis that I would recommend 
tends to counsel against rather than for enforcement in many cir- 
cumstances, and this is particularly true in nascent, evolving and 
technologically innovative markets where ignorance about market 
structure, competition, technology and consumer demand is abso- 
lutely legion. 

As a result the appropriate approach to antitrust analysis is a 
cautious one that embraces the evidence-based approach to uncer- 
tainty, complexity and dynamic innovation contained within the 
well-established so-called error cost framework. The point is not 
that we know that any particular high-tech company’s conduct is 
pro-competitive, but rather that the very uncertainty surrounding 
it counsels caution, not aggression. 

The error cost framework is built on two premises — first, that 
false positives are more costly than false negatives, because self- 
correction mechanisms mitigate the latter, but not the former; and 
second, that errors of both types are inevitable because distin- 
guishing pro-competitive conduct from anticompetitive conduct is 
an inherently difficult task, especially in the face of innovation. 

Both product and business innovations involve novel practices, 
and it turns out that these practices generally result in monopoly 
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explanations from the economics profession followed by hostility 
from the courts, although sometimes the process is reversed. 

In the words of Nobel economist Ronald Coase, if an economist 
finds something, a business practice of one sort or another that he 
does not understand, he looks for a monopoly explanation. As in 
this field we are rather ignorant, the number of un-understandable 
practices tends to be rather large, and the reliance on monopoly ex- 
planations frequent. 

The fundamental truth of antitrust analysis, as I said, is that the 
very same conduct — aggressive competition — that could be anti- 
competitive could also be pro-competitive. There is no easy way to 
assess out the differences on the basis of simple or even complex 
legislative or judicial language, and there are lots of incentives 
tending economist, competitors, regulators and others to Dean too 
far the wrong way. 

The cost of hasty intervention is the loss of the consumer benefits 
of aggressive competition both directly and, perhaps more impor- 
tantly, by the deterrence of future actions that may likewise attract 
costly interventions and penalties. 

Caution is the watchword in these markets, and while some have 
suggested that our antitrust enforcers are asleep at the switch, I 
would suggest that, if anything, they may be too aggressive. From 
the investigations of Google ITA, AdMob and Doubleclick mergers 
to Intel, Microsoft, Qualcomm, Rambus and many others, activity 
here is hardly moribund. 

Mr. Coble mentioned the issue of privacy in this realm, and I 
think that the fact the agencies are thinking about and looking at 
and actively considering actions, antitrust actions, on the basis of 
privacy implications of mergers in particular is a particularly prob- 
lematic development, because it turns out there is quite literally no 
antitrust relevant theory of privacy that would animate the deter- 
mination that there is a privacy problem in these mergers. 

Like Rich here, these folks are well-intentioned, smart and as 
knowledgeable as anyone on the topics in which they truck. Unfor- 
tunately, it is the inherent limitations of the tools at their disposal 
and the unfortunate fact that prime is not simultaneous that im- 
pede them. It is on this assessment most enthusiastically that I 
would disagree with our antitrust enforcers and some courts for 
that matter. We are stuck with the limitations of our knowledge. 

[The prepared statement of Mr. Manne follows:] 
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I would like to thank Chairman Conyers, Ranking Member Smith, 
Chairman Johnson and Ranking Member Coble for inviting me to testif)^ 
Members of the Committee: My name is Geoffrey A. Manne. I am the founder 
and executive director of the International Center for Law and Economics (or 
"ICLE") — a global think tank devoted to bringing academic rigor to policy 
debates in the areas of antitrust, intellectual property, and financial regulation. I 
also teach Law' and Economics at Lew'is and Clark Law School in Portland, 
Oregon, where I am a Lecturer. I've w^ritten widely on competition policy and 
innovation. I'm the co-editor of a forthcoming volume on the topic from 
Cambridge University Press, Competition Policy and Intellectual Property Law Under 
Uncertainty: Regulating Innovation (w'ith Joshua D. Wright) and the co-author (also 
with Joshua Wright) of tw'o arbcles on the limits of anbtrust in the digital 
economy: Innovation and the Limits of Antitrust (published in the Journal of 
Competition Law and Economics) and The Case Against the Case Against Google 
(forthcoming in the Harvard Journal of Law' and PubUc Policy). In the interest of 
fransparency, Google, among several other companies, has in the past supported 
ICLE's w'ork. 

Economists have been studying antitrust since the very begirmings of the 
study of economics itself— Adam Smith even has a discussion on the subject in 
The Wealth of Nations. But economics— and by extension legal scholarship— has 
only come into its own and developed rigorous, sound and evidence-based 
analysis of the topic since about the 1970s. There is an enormous amount about 
the economic implications of business conduct that we still don't understand 
(and some that we do seem to have a handle on), but our antitrust laws 
nevertheless obligate us to soldier on, developing sound expectations about the 
anti- or pro-competitive implications of various forms of business conduct 
nonetheless. 

And while anbtrust is not unique in operating under condibons of 
fundamental uncertainty, anbtrust may be unique in foisbng the burden of this 
uncertainty onto essentially economic conclusions: The touchstone of antitrust 
enforcement is the speculative economic implications of scrutinized conduct 
rather than its adherence to specific rules or legal tenets. As a result, we are 
forced to assess possible antitrust interventions w'ithin a sometimes-unsatisfying 
"decision-theoretic" framework— w-eighing the likelihood and the costs of 
erroneous enforcement against the likelihood and costs of erroneous non- 
enforcement. 

Eor reasons I will discuss briefly below, this essential analysis tends to 
counsel against, rather than for, enforcement in many circumstances, and this is 
particularly true in nascent, evolving and technologically-innovative markets 
w'here ignorance about market structure, competition, technology' and consumer 
demand is legion. Eollow'ing my general remarks, I w'ill spend some time 
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discussing the implications of this reahty for assessing the competitive 
implications of the pending Google/ FTA merger. At the end of my prepared 
remarks I have a brief discussion of the role of privacy concerns in antitrust 
analysis. 

The antitrust landscape has changed dramatically in the last decade. 
Within the last two years alone, the United States Department of Justice has held 
hearings on the appropriate scope of Section 2, issued a comprehensive Report, 
and then repudiated it; and the European Commission has risen as an aggressive 
leader in single firm conduct enforcement by bringing abuse of dominance 
acbons and assessing heavy' fines against firms including Qualcomm, Intel, and 
Microsoft. In the United States, two of the most significant characteristics of the 
"new" antitrust approach have been a more intense focus on innovabve 
companies in high-tech industries and a weakening of longstanding concerns 
that erroneous antitrust interventions will hinder economic growth. But this 
focus is dangerous, and these concerns should not be dismissed so lightly. 

Today's high-tech bete noir is Google. Close scrutiny of the complex 
economics of Google's technology', market and business practices reveals a range 
of real but subtle, pro-competitive explanations for features that have been held 
out instead as anticompetitive. Application of the relevant case law then reveals 
a set of concerns where economic complexity and ambiguity, coupled with an 
insufficiently-deferential approach to innovative technology and pricing 
practiced in the most relevant precedent (the D.C. Circuif s decision in Microsoft), 
portend a potentially erroneous— and costly — result. A better analysis, by 
contrast, would embrace the cautious and evidence-based approach to 
uncertainty, complexity and dynamic innovation contained within the well- 
established "error cost framework." And while there is an abundance of error- 
cost concern in the relevant Supreme Court precedent, there is a real risk that the 
current, aggressive approach to anhtrust error, coupled with the uncertain 
economics of Google's innovabve conduct, will nevertheless y'ield costly' 
interventions. The point is not that we know that Google — or any' other high-tech 
company's — conduct is pro-competitive, but rather that the very uncertainty 
surrounding it counsels caubon, not aggression. 

The error-cost framework in antitrust originates with Judge Frank 
Easterbrook's analysis in his seminal paper. The Limits of Antitrust, itself built on 
twin premises: first, that false positives are more costly than false negatives 
because self-correction mechanisms mitigate the latter but not the former, and 
second, that errors of both types are inevitable because distinguishing pro- 
competitive conduct from anti-competitive conduct is an inherently' difficult task, 
especially in a single-firm context. 
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While economists have applied this framework fruitfully fo several 
business practices that have attracted antitrust scrutiny, its application to 
antitrust intervention in markets where innovation is a critical part of the 
competitive landscape is less-well-developed. While much has been said about 
the relationship between innovation and antitrust, often in the way of broad 
pronouncements that innovation either renders antitrust essential to economic 
growth or entirely unnecessary, the error-cost framew’ork allows for greafer 
precision in policy prescriptions and a more nuanced approach. Some of the 
implications are well understood in the current body of literafure and others 
have been frequently ignored or remain entirely unrecognized. 

In brief, given the link betw-een innovation and economic growth, the 
stakes of "getting it right" are high. Caution and humility are warranted in light 
of both the historical hostility towards innovative business practices by 
competition policy as well as the large gaps of empirically-validated theory in 
the economic literature on competition and innovation. The traditional problem 
of identifying and distinguishing pro-competitive from anticompetitive conduct 
faced by enforcers and courts in all antitrust cases is a difficult one. But those 
difficulties are exacerbated in innovative industries. 

Both product and business innovations involve novel practices, and such 
practices generally result in monopoly explanations from the economics 
profession follow'ed by hostility from the courts (though sometimes in reverse 
order) and then a subsequent, more nuanced economic understanding of the 
business practice usually recognizing its pro<ompetitive virtues. This sequence 
and outcome is exactly w'hat one might expect in a world where economists' 
career incentives skew in favor of generating models that demonstrate 
inefficiencies and debunk the economics status quo, w'hile defendants engaged in 
business practices that have evolved over time through trial and error have a 
difficult time articulating a justification that fits one of a courf's checklisf of 
acceptable answers. In the words of Nobel economist Ronald Coase, 

[i]f an economist finds something— a business practice of one sort 
or another — that he does not understand, he looks for a monopoly 
explanation. And as in fhis field we are rafher ignoranf, the 
number of un-undersfandable practices fends fo be rather large, 
and the reliance on monopoly explanations frequent." i 

From an error-cost perspective, the critical point is that antitrust scrutiny of 
innovation and innovative business practices is likely to be biased in the 
direction of assigning higher likelihood that a given practice is anticompetitive 


' Ronald Coase, Industrial Organizatioiv. A Proposal for Research, in 3 POT.TCY TSSUFS AND RFSFARCH 
Opportunities in Industrial Organization 59 , 67 (Victor Fuchs cd. 1972). 
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than the subsequent literature and evidence will ultimately suggest is reasonable 
or accurate. 

Thus while many business practices are criticized by competitors and 
others as anticompetitive — and sometimes they are, of course — I believe it would 
he prudent to consider and give greater weight to the pro-competitive 
explanations as well as the anti-competitive ones. The fundamental truth of 
antitrust analysis is that the ver\' same conduct (aggressive competition) that 
could he anticompetitive could also be pro-competitive; there is no easy w ay to 
suss out the difference on the basis of simple (or even complex) legislative or 
judicial language. The cost of hasty intervention is the loss to consumers of the 
benefits of that aggressive compebbon, both directly and, perhaps more 
importantly, by deterring future acbons that may likewise attract costly 
interventions and penalhes. Intervention tends to be final, stopping (and 
deterring) potentially-valuable conduct in its tracks. On the other hand, non- 
intervention under uncertainty permits the possible pro-competitive bounty to 
materialize and allow's both the competibve marketplace as W'ell as future 
enforcers to mitigate anhcompetibve outcomes that may arise. 

Google's acquisition of ITA 

Several concerns have been raised about Google's proposed acquisition of 
TTA. In the interests of bme I will not describe the details of the acquisibon here 
but will instead note a few' thoughts about the implications of the deal. 

The primary concern that has been expressed is that the acquisition would 
"leverage" Google's dominance into another market— the online travel search 
market— and permit Google to foreclose access to TTA's important analysis of 
flights and fares by its competitors. 

I would hasten to point out that ITA does not provide nor ow’n the 
underlying data (this comes from the airlines themselves) but only its 
proprietary analysis and processing of the raw' data. Thus, it would he 
impossible for Google to foreclose access to the underlying data (even if it 
wanted to) and its merger could only affect access to ITA's proprietary 
processing of that data — processing that other companies can and do undertake. 

I believe that Google has made it clear— and its own comparative 
advantage and its entire history supports— that it has no interest in selling airline 
tickets or making airline reservations. Instead, its interest is in providing access 
to airline flight and pricing data through its various properties, and permitting 
onhne travel agencies to bid on the sale of tickets to Google users looking to buy 
(much as Microsoft already does with its Bing search engine). If ITA's data 
analysis and processing serv'ice competes with other products offered by Google, 
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then it represents a small fraction of a much larger market and this transaction is 
competitively insignificant. If it is a different market, on the other hand, then 
critics need to make clear how Google's dominance in the "PC-based search 
advertising market" actually affects the prospects for compehtion in this one. 
Merely using the words "leverage" and "dominance" to describe the transaction 
is hardly sufficient. To the extent that this is just a breathless way of saying that 
Google wants to build its business in a growing market that offers economies of 
scope with its exishng business, it is identifying a feature and not a bug. If 
instead it is meant to refer to some sort of anticompetihve tying or market 
foreclosure the claim is speculative and unsupported, as best 1 can tell. 

One big problem here is that the claims of anticompetitive foreclosure do 
not turn on Google's owning ITA — rather, if if would be profitable for Google to 
incur the costs of both buying ITA as w'ell as engaging in foreclosure in order to 
dominate the online travel search market, it would likely have been profitable for 
TTA to do it itself (or else negotiafe away Google's expected gain in the sale 
price). Otherwise we're left with an argument that Google can do it more 
efficiently (in which case the claim cuts against challenging the merger), or else a 
claim that Google could be a more effective monopolist than ITA in online travel 
search— but this is just hand-waving and we still haven't heard why it would be 
true. 


Critics of the deal wave off claims that the DOJ should be reluctant to 
regulate such a dynamic and innovative industry. But waiving off this concern 
is, while common these days, inappropriate and dangerous. It is precisely in this 
sort of dynamic, innovative and not-yet-understood market where the risk and 
cost of deterring beneficial business models and strategies (to say nothing of 
technological progress) are highest. To claim that the industr}''s newness and 
dynamism are not a reason to forebear from intervention is iU-considered, 
unsupportable, and backward. Rather, as the technology, usage and market 
structure, cost, and software for online search generally and travel search in 
particular change, so do the strategy and profitability of the various business 
models that build up around them. Whatever Google tries to do at this early 
stage of market evolution, it will face challenges from competing business 
models not yet conceived of, changes in underlying software, and 
demographic/usage/ consumer preference changes that wall make an}' market 
power it might enjoy both fleeting and important in catalyzing the very 
compebhve evoluhon that will undermine it. Far from being irrelevant to the 
propriety of a merger challenge, the newmess and dynamism of the market is 
essential to this determination. 

Perhaps nowhere is this more evident than in the neck-breaking evolution 
of the mobile phone advertising market. As is well known, the FTC threatened 
to challenge Google's acquisition of mobile advertising provider AdMob until 


7 



102 


Apple announced its own mobile advertising platform in direct competition with 
AdMob. No doubt this was viewed by Google as an enormous competitive 
challenge to its plans in this area — one that was unanticipateii both by Google 
and the regulators at the FTC scrutinizing the merger. As if to underscore the 
point, shortly after it announced its foray into the mobile advertising space, 
Apple also implemented rules that precluded Google's AdMob from operating 
on the iPhone. These rules were recently rescinded, but the fact of vigorous, 
unanticipated competition betw'een these two technology behemoths remains 
and has unfoliieii at a furious pace— like Schumpeterian competition on steroids. 
Had Apple's announcement come, say, one month later than it did, the FTC may 
well have blundered into itself foreclosing this competition and paving the way 
for a far less-consumer-friendly mobile advertising market. 

Google's acquisition of TTA is a straightforu^ard vertical merger, where 
one company has decided to purchase an input into its business outright rather 
than simply contract with it. The economic hterature is overflowing with 
explanations for this sort of conduct (and at least two Nobel Prizes— those to 
Ronald Coase anci Oliver Williamson— have been awarded for research in the 
field). Few areas of economic research are as well-supported empirically and as 
unanimous in their conclusions — in this case, that there are sound and well- 
supported institutional justifications for vertical integration rooted in the 
avoidance of the costs of contracting hetriven companies rather than within the 
same entity. 

In this case a number of those possible explanations are present Most 
notably Google gets to exercise direct control over FTA's talented engineers if it 
owns ITA— influence that it may otherwise be able to wield only tangentially, if 
at all, through contracts with ITA. If Google thinks either that it can better 
manage TTA's human (and possibly also intellectual) capital better than ITA's 
current management, and/or if it has the foresight, financial wherewithal, 
intellectual and human capital, or innovative spark to better make use of ITA's 
resources, then integration is both sensible for the companies and valuable for 
consumers. I have no doubt that Google has novel ideas about how to process 
airline data that diverge from FTA's current processes and intends to develop 
new’ w'ays to work with the data within its search environment. Absent 
integration (or else extremely costly and maybe prohibitively-costl}' contracts), 
Google is stuck with the forms of data processing that TTA develops on its own 
and Google, its shareholders, its many users and its customers (to say nothing of 
TTA and its investors) would be harmed — as would technological progress and 
economic grow th. 

Privacy 

A final, quick w’ord about privac}'. 
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No one has put forth an anhtrust-relevant theory to support claims that, in 
cases like the Google/UA deal and, more relevantly, cases like the 
Google/AdMob deal, the agencies should pay closer attenhon to the privacy 
interests implicated by' scrutinized conduct. The data in question in these cases 
currently' exists. The claim is that the same amount of data in the hands of one 
firm instead of two presents a problem, and that any such combination must be 
accompanied by' "safeguards to protect consumers' privacy." There is no 
indication why privacy' is more in danger w'hen the h\'o databases are combined. 
These claims contain no clear definition of "privacy," for that matter. Is the fear 
that my data is more likely' to be unintentionally released into the public 
domain? I don't see why' this is any more likely if Google controls two databases 
than if they are controlled separately' by tw'o separate firms. Is the fear that my 
data is more likely to be used in Google's decision-making when combined than 
when separate? First, I see no reason why this would be so, and second, this 
offers huge potential benefits, if true. How does it help me to "safeguard" my 
privacy' by making the products I use otherwise less valuable to me? Privacy's 
optimum is certainly' not the maximum, and the optimum differs for every 
person. How is this to be incorporated into an antitrust analysis? 

Related to this, the implication of this kind of approach is that any 
efficiency that might be realized from a single firm having access to a larger or 
more robust database of information is not cognizable, but is, in fact, a bug and 
not a feature. This would threaten to condemn some efficiency'-enhancing 
conduct by disregarding a potentially-important source of efficiency by' labeling 
it a "privacy degradation" instead of an efficiency. Finally', where concentration 
of data entails the pooling of many people's data, why' is this of any' concern to 
me or any other individual? Is my privacy any more at risk if Google has access 
to another 10 million people's data? If any'thing the opposite would seem to be 
true. 


Until proponents of incorporating privacy' analy'sis into antitrust review- 
especially merger review'-put forw’ard anything resembling an antitrust-relevant 
theory of how mergers (or other conduct) could harm privacy instead of just 
parroting what amounts to an unsupported conduct-structure-performance 
assertion, the FTC should not "pay close attention to the privacy' interests 
implicated by' these transactions." 

The basic argument in favor of incorporating privacy into antitrust 
analysis under appropriate circumstances is not too controversial: 

• Antitrust exists to protect against the exercise of market power that 
reduces consumer welfare 

• Reductions in non-price competition can reduce consumer welfare 

• Privacy' can be a form of non-price competition in some markets 
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• Ergo, antitrust analysis ought to be concerned with privacy concerns 
The first three bullet points are easy to understand. I agree that to the extent that 
privacy amenities can be an important dimension of non-price competition, 
antitrust analysis must be flexible enough to incorporate those concerns. 

What seems to me to be missing in this discussion is a theory of how a 
particular merger will change the incentives of the firm to provide privacy 
amenities as a form of non-price competition. Modern merger analysis focuses 
on the question of how the pricing incentives of the post-merger firm change 
after the merger. There is a substanhal economics literature that has increased 
our understanding of how mergers might impact pricing incentives. It is 
generally no longer sufficient in merger cases to point to an increase in 
concentration by itself as support for the assertion that consumer welfare will he 
harmed (this is the old, discredited conduct-structure-performance framework I 
mention above). An agency challenging a merger must present a compelling 
competitive effects story. Here, the competihve effects are going to he privacy- 
related. It seems to me that to move forward from “privacy should count in 
antitrust analysis because it is a form of non-price competition" to "this merger 
will reduce privacy and harm consumers" one must have a theory that explains: 
(1) why the specific merger changes the firms incentives to provide (or degrade) 
privacy amenities above and beyond a showing that the merger increases 
concentration, and (2) if the merger creates market power, why the firm will 
exercise that power in the form of reducing privacy rather than increasing the 
price. To my knowledge we do not yet have a theory that accomplishes this aim. 
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Mr. Johnson. Thank you, sir. I think we could probably hold a 
3- or 4-hour discussion with just you and Mr. Cleland. [Laughter.] 

And perhaps we shall do that one day. 

Now, Dr. Cooper? 

TESTIMONY OF MARK N. COOPER, Ph.D., CONSUMER 
FEDERATION OF AMERICA, WASHINGTON, DC 

Mr. Cooper. Thank you, Mr. Chairman. 

The Consumer Federation of America has long believed that dig- 
ital industries would be an extremely consumer friendly and citizen 
friendly place, if allowed to develop to their full potential. Over the 
past two decades, it has become clear, however, that ensuring dig- 
ital markets remain vigorously competitive and open is difficult, be- 
cause these sectors have a tendency to be dominated by a very 
small number of platforms. 

The small numbers problem arises from supply-side demand and 
demand-side economies of scale that push these platforms toward 
something known as winner-take-most outcome. Once these mar- 
kets tip, they tend not to flip. 

But experience shows that winners are not satisfied to allow the 
underlying economic fundamentals that created their advantage be 
the sole source of their continuing dominance. They immediately 
engage in conscious anticompetitive practice to reinforce and ex- 
tend their market power. 

Their ability to do so in digital markets is greater than in tradi- 
tional industries as a result of the strong technological 
complementarities between the platforms and the applications and 
services that ride on them. Because the dominant platform owner 
controls the functionalities on which complementary applications 
and services rely, they can easily foreclose or degrade the quality 
of the product that competes with the applications and services 
they provide. 

Dominant firms create barriers to entry through exclusive deals, 
price discrimination and rebating, manipulation of standards, re- 
fusal to deal with, withdrawal of support from, retaliation for deal- 
ing with complements and competitors. 

Demand for competing products can be reduced through lock-in 
contracts for core products or complements, including long terms 
and minimum commitment, pre-announcement of features to freeze 
consumers and artificial bundling of products. Bundling can under- 
mine competition, inducing exit, creating barriers to entry, relaxing 
price competition, distorting investment, retarding innovation, and 
expanding market power into new markets. 

I give three appendices that document these practices in three 
important digital industries. 

These anticompetitive practices preserve the dominant firm’s 
market power by undermining potential entrants and increasing 
the applications barrier to entry. They slow and distort innovation 
by driving it toward applications, goods and services that fit into 
the business model of the incumbent platform. They provide for the 
platform owner with the ability and tools to extract surplus from 
consumers with price discrimination and bundling. 

One of the most powerful effects and benefits of the explosion of 
digital technologies is digital disintermediation. Digital tech- 
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nologies reduce, even eliminate the need for intermediaries, low- 
ering transaction costs and allowing producers to sell directly to 
consumers or consumers to sell to each other, turning them into 
producers. 

The reduction in costs is a result of economic efficiency, and it 
triggers a battle royal over the rents that have existed in physical 
markets. Incumbent middlemen try to defend their brand, while 
dominant platform owners seek to capture the savings as excess 
profit. But the reduction in costs in a competitive market would 
and should be passed to the consumers. 

A number of recommendations flow from this analysis. Because 
the numbers are so small in these platforms, we must make sure 
that we get the maximum number of competitors possible, the max- 
imum number that the minimum efficient scale will support. 

Antitrust and competition authorities must act swiftly against 
artificial barriers to entry. Make no mistake about it. These mar- 
kets tend toward compatibility and interoperability, and it is only 
by building artificial barriers to interoperability that these markets 
can be segmented. 

We should value the potential of intermodal and potential com- 
petition. But we cannot assume that competition across modes will 
be effective. It has to be demonstrated. We certainly should not 
allow intermodal competitors to be gobbled up by intermodal in- 
cumbents. We should scrutinize the abuse of vertical leverage and 
focus on the key chokepoint in these industries where the flow of 
innovation, applications, goods and services can be controlled. 

Claims of technological innovation should be scrutinized. We 
should maximize consumer sovereignty and welfare again. We 
should act swiftly against artificial switching costs and support 
policies to lower switching costs. We should recognize the anti- 
competitive and anti-consumer arms of bundling. 

We should resist calls from disintermediated incumbents to save 
their antiquated oligopoly business model. We should promote 
transparency, but recognize that the extremely complex nature of 
digital technologies creates a severe problem of information asym- 
metry. 

Digital markets will be a powerful and consumer friendly space 
if we adhere to the principles of vigorous competition and openness 
that has been the cornerstone for antitrust and competition policy 
in this Nation for well over a century. Thank you. 

[The prepared statement of Mr. Cooper follows:] 
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Mr. Chairman and Members of the Committee, 

My name is Dr. Mark Cooper. T am Director of Research of the Consumer Federation of 
America (CFA). 1 appreciate the opportunity to appear before you today to share our views on 
“Competition in the Evolving Digital Marketplace.” CFA has long recognized the importance of 
digital industries to consumers and the economy. We began analyzing the digital industries in 
the late 1980s, before most analysts were paying much attention, and we concluded that, allowed 
to develop to their full potential, they would be an extremely consumer-friendly and citizen- 
friendly place.* Informed by that analysis, we have fought hard to preserve the competitiveness 
and openness of this space.* 

Over the past two decades it has become clear that the challenge of ensuring that high 
technology markets, particularly digital technology-hased sectors, remain vigorously competitive 
is one of the most important and difficult tasks facing antitrust and competition authorities; 

• important because these sectors are vital to the future economic wellbeing of 
the U.S., 

• difficult because these sectors have a tendency to be dominated by a very 
small number of platforms. 

I mention both antitrust and competition authorities because U.S. policy has long 
recognized the need for both. It is only a slight simplification to say that antitrust policy keeps 
markets competitive and competition policy keeps network open. The Interstate commerce Act 
(ICA) was passed in 1887; the Sherman Act in 1890; and the Mann Elkins Act, which pulled 
telecommunications and telegraphy industries under the ICA, was passed in 1910. Thus, for a 
century the two primary transportation and communications network industries of the industrial 
age were subject to both antirust and regulatory oversight over interconnection and carriage. The 
vital importance of the means of communications and transportation networks to the flow of 
commerce and the inherent tendency of these industries to exhibit market power justified the 
dual oversight. In fact, the importance of nondiscriminatory access to the means of 


' Mark Cooper. lixpandin^ ihe Informunon Age forihe Al‘ragmaitcCot]iumer/lnaiy:sis (Consiiiiier l''ecieiatioii of /Uiierica. Janiiaiy 11. 
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^ Mark Cooper. *''llie Importance of Open Networks in Sustaining the Digital Revolution," in 'Ihomas M. Lenard and Randolph J. May (Lds.) Net 
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communications and commerce is deeply embedded in the DNA of capitalism, stretching back 
half a millennium in common law to the earliest days of capitalist enterprise. Mobility of people, 
goods and ideas was recognized as indispensible to economic activity and democracy. 

The importance of these principles was demonstrated quickly for the telephone network. 
A mere decade after the first patent for the telephone was granted, it had already demonstrated it 
vital nature to the public interest. As an Indiana Court argued in 1886: 

The telephone has become as much a matter of public convenience and of public 
necessity as were the stagecoach and sailing vessel a hundred years ago, or the 
steamboat, the railroad, and the telegraph have become in later years. It has 
already become an important instrument of commerce. No other known device 
can supply the extraordinary facilities which it affords. It may therefore be 
regarded, when relatively considered, as an indispensable instrument of 
commerce. The relations which it has assumed towards the public make it a 
common carriers of news - a common carrier in the sense in which the telegraph 
is a common carrier - and impose upon it certain well-defined obligations of a 
public character. All the instruments and appliances used by the telephone 
company in the prosecution of its business are, consequently, in legal 
contemplation, devoted to a public use.'’ 

With the convergence of communications and commerce on the digital broadband 
network and the continuous reminder that the threat of the abuse of market power has not 
diminished, the need to ensure that digital industries remain open and competitive is greater than 
ever. 

The Market Power Problem in Digital Industries 

The small numbers problem in the digital industries arises from supply-side and demand 
side economies of scale that push these platform industries toward “winner-take-most” outcomes 
Once these markets tip, they tend not to flip, with the dominant firm protected by economies of 
scale and switching costs that lock in the incumbent. 

The “namral” economic processes that produce these outcomes do not mean that these 
markets are immune to the abuse of market power. On the contrary, the market power that 
inevitably results from dominant position of the platform is just as likely, perhaps even more 
likely, to be abused than market power in traditional industries. Experience shows winners are 
not satisfied to allow the underlying economic fundamentals that created their advantage to be 
the sole source of their dominance; they immediately engage in conscious, anticompetitive 
tactics to reinforce and extend their market power and their ability to do so is greater than in 
traditional industries. The exercise of market power undermines the benign economic processes 
that gave rise to their victories. The notion of a “benign monopolisf’ in the economy is just as 
bogus as the idea of a “benevolent despot” in the polity. 


^ llokcelt V. Indiana, IXX6, cited in ,Iames l}. Sjieta. "Itie Vertical Dimension of Cable Open Access,” Co!/>rud(> Law IfevieM-. 71 (2(K)()), 97^. 
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Thus, although the defenders of the “wirnier-take-most” point of view have a positive 
story to tell,"' antitrust and competition authorities are continually confronted with the severe, 
negative consequences of the abuse of market power in “winner-take-mosf ’ markets. That is 
what I focus on in my testimony today. 

The problem of market power that I describe in my testimony is not a hypothetical or 
merely theoretical concern; it is the reality of these markets. In the Appendix, 1 provide 
consumer-oriented analyses of recent examples of abuse of market power in high technology 
industries from three products that have huge impacts on consumer pocketbooks - 
telecommunications, PC operating systems, and video markets. 

Interfaces as Choke Points 

Market power centered in a dominant platform is a constant threat, not only to undermine 
competition between platforms, but also to distort competition for applications and services. The 
exercise of vertical leverage magnifies the problem of market power in these industries because 
of the strong technological complementarities between the platform and the applications and 
services that ride on the platforms. The ability to distort and undermine competition is 
particularly great in these industries because the dominant platform owner controls the 
functionalities on which complementary applications and service rely. They can easily foreclose 
or degrade the quality of products that compete with the applications and services the platform 
owner offers or wants to dominate and control. 

♦ Telecommunications carriers can stifle competition by denying or degrading access to 
their networks. 

♦ Microsoft can make using Navigator a “jolting experience;” 

♦ Comcast can undermine the quality of video content distributed with peer-to-peer 
technologies and choke off the growth in Internet TV. 

Incompatibilities, refusals to interconnect, or discrimination in access to the platform are 
essentially toll booths placed at key interfaces in the network, at which and behind which rents 
are collected. These toll booths, controlled by platform sponsors, diminish the shared value of 
the network in an effort to increase the returns of the sponsor at the expense of consumers, rivals 
and competition. At these choke points, platform owners control and distort the flow of 
innovation. 


' Tlie “vvinner-Lake-moKl” sUtry gi)es as rolltms. High U^chnology induslries exhibit positive leedbaek loops that sustain ehange and productivity 
grov\th that aie orders of magnitude larger than typified the industrial age. Advances in technology suppoit more advances in 
technology. SUindardi/ed and pre-installed bundles of embedded knowledge (software) appear to have allowed the rapidly expanding 
capabilities of hardware to become accessible and useful to consiuneis with little c.xperiisc in computing. .As more and more people 
use the product tlie value to each increases in these netwoih indastries where people ctmimunicate \vitli one another. Even where 
(here is no direct eommuniealions. there can be network effects. There may be indiieet bencfils in viilnal iielworks in which two 
consumers never actually come facc-to-facc or compulcr-to-computcr. Support services, maintenance and repair, as well as libraries 
of applications become more readily available. Larger numbers of users seeking specialized applications create a larger library of 
applications tliat become available to otlier users, and secondary' markets maybe created. By increasing the number of units sold, the 
cost pei' unit falls dramatically. Cost savings apply not only to initial production costs, but also to service and maintenance costs. .As 
the installed base of hardware and software deployed grows, learning and training in the dominant tcclniology is more valuable since it 
can be applied to more users and uses. 
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These toll booths are artificial in two respects. First, as a matter of technology, these 
industries tend toward compatibility, interconnection and the free flow of commerce. Because 
these industries are knowledge-based and dynamic and there is immense value in access to the 
broadest network possible, they tend to solve problems of incompatibility and interconnection 
very quickly, unless platform sponsors prevent them from doing so. Without artificial barriers 
created by platform sponsors, platforms will be opened quickly by innovation. Second, these toll 
booths are an effort to shift cost recovery from the platform that lies behind the interface to the 
complementary applications, goods and services that ride atop it. Rather than charge a fair price 
for the basic functionality that the platform provides, they want to tax the value that the 
complements create. 

Entrepreneurial Conduct 

Conduct and its intent should remain a central concern of antitrust authorities in digital 
industries, notwithstanding the claim that “winner-take-most” competition justifies all tactics to 
eliminate the competition. The entrepreneur is not passive in the positive or negative aspects of 
the lock-in process. Diffusion agents or technology sponsors can use a wide range of actions to 
advance their technology. Precisely because certain characteristics of the process lend 
themselves to intervention by “sponsors,” there is ample room for self-interested action that 
furthers the private sponsor’s interest at the expense of the public interest. Thus, a critical step is 
to look at actual firm behavior. 

One of the most important observations about the origins of a positive feedback process 
is its openness in the early stages of development. In order to stimulate the complementary 
assets and supporting services, and to attract the necessary critical mass of customers, the 
technology must be open to adoption and development by both consumers and suppliers. This 
openness captures the critical fact that demand and consumers are interrelated. If the activities of 
firms begin to promote closed technologies, this is a clear sign that motivation may have shifted. 
While it is clear in the literature that the installed base is important, it is not clear that an installed 
base must be so large that a single firm can dominate the market. As long as platforms are open, 
the installed base can be fragmented and still be large. A standard is not synonymous with a 
proprietary standard. Open platforms and compatible products provide a basis for network 
effects that is at least as dynamic as closed, proprietary platfonus and much less prone to anti- 
competitive conduct. The market outcome that most vigorously challenges the proprietary 
“winner-take-mosf’ model is a model that centers on open standards. 

Films seek to capture network effects and economies of scale and accomplish 
technological “lock-in.” After capturing the first generation of customers and building a 
customer and applications base tied to a dominant platform, it becomes difficult, if not 
impossible, for later technologies to overcome this advantage. Having gained a controlling 
position, firms may seek to implement isolating mechanisms. 

Sponsors have a variety of tools to create economic and entry barriers that are 
counterproductive. What was once the establishment of an installed base now becomes defense 
of market dominance that reduces competition and reinforces the “lock-out” of competing 
technologies. A dominant firm may create barriers to entry through exclusive deals, refusal to 
deal with complements or competitors, retaliation for dealing with competitors, withdrawal of 


4 



112 


platforai support for complements or competitors, price discrimination and rebating, 
manipulation of standards, lock-in contracts for core products or complements, including long 
terms and minimum commitments, “preannouncement” of features to freeze customers, and the 
exercise of property rights through restrictive licensing patents and copyrights. 

Traditional marketing practices that tie products and predatory pricing remain a concern. 
Bundling, which may play a key role in creating the critical mass for positive externalities during 
the early period of adoption of a technology that provides the benefit of convenience for 
consumers throughout the product life cycle, can also play a role in exploiting customers. Over 
the past two decades, the anticompetitive potential of bundling has been explored and 
documented in detail. Firms can use bundling to defend or extend their market power, leading to 
further inefficiencies in the market. Under a wide range of assumptions, the dynamic ability of 
bundling to undermine competition has been demonstrated through a number of mechanisms 
including inducing exit, creating barriers to entry, relaxing price competition, distorting 
investment, retarding innovation, and extending market power into new markets. 

The Harm of Abuse of Market Power 

Once the economic inevitability and superiority of a “winner-take-mosf’ model is 
questioned, we confront the motivation to monopolize. In spite of theoretical claims that 
monopolists have little motivation to engage in such activities, there is ample evidence that these 
anti -competitive behaviors may be attractive to a new economy monopolist for a variety of 
reasons. The projection of market power from the base platforms that are less competitive up 
through the market for complements harms the public in a number of ways. First, it tends to 
preserve market power by undermining potential entrants and increasing the applications barrier 
to entry. Second, the platform sponsor slows and distorts innovation by driving it toward 
applications, goods and services that fit into the business model of the incumbent platform 
operator. Third, vertical market power provides the platform owner with better tools to extract 
surplus from consumers with price discrimination and bundling. 

Technological “lock-in” may short-circuit the innovation process. With the reinforcement 
of network effects, small advantages gained early in the process turn into substantial leads in the 
marketplace. The feedback process can lock in the wrong technology, esepecially when helped 
along by the anticompetitive tactics of the platform sponsor. Once an inferior technology is 
“locked-in,” superior technologies may be “locked-out,” 

Market power in the core product can be preserved by conquering neighboring markets, 
raising cross-platform incompatibilities, raising rivals’ costs, or preventing rivals from achieving 
economies of scale. Profits may be increased in the core product by enhanced abilities to price 
discriminate. By driving competitors out of neighboring markets, new monopolies may be 
created or the ability to preserve market power across generations may be enhanced by 
diminishing the pool of potential competitors. 

The reward for successful anti -competitive activity is the ability to impose pricing 
patterns on the public that exploit market power and allow the dominant firm to control the 
direction and pace of innovation to protect its interest. The introduction of, and the reliance upon, 
price discrimination after the initial round of positive growth is a crucial factor. Price 
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discrimination allows firms to manage the cannibalization process. That is, introducing later 
versions of a product does not eliminate the ability to extract consumer surplus, as long as price 
discrimination occurs. Given the threat of lock-in and the advantages of being a dominant firm, 
the second generation of discrimination may rely on much subtler forms of discrimination. This 
second generation of discrimination is difficult to detect and root out. 

Advertising and distribution will shift in nature from an open and expansive focus to a 
proprietary emphasis, while control over the product cycle can impose immense costs through 
forced upgrades. Indirect costs through greater and accelerated demands on hardware may 
actually be several times larger than the direct costs of hardware and software. In high tech 
industries, compulsory and coercive upgrading policies are a concern, as they exploit switching 
costs to extract consumer surplus. 

The Consumer Benefit of Digital Disintermediation” 

One of the most powerful effects and benefits of the explosion of digital technologies is 
“digital disintermediation.” Digital technologies reduce, even eliminate, the need for 
intermediaries. Transaction costs are reduced by the elimination of the need for brick and mortar 
and the ability of producers to deal directly with consumers. The most revolutionary effect is to 
enable consumers to deal with consumers and become producers.’’ Digital disintermediation 
lowers the cost of products that can be fully digitized by 50% to 75%. Even where products 
cannot be digitized, the transaction cost savings are substantial and the efficiency gains of 
matching consumer needs to industry output are huge. 

The reduction in transaction and production costs is the result of economic efficiency and 
it triggers a battle royal over costs and rents that are eliminated.^ Incumbent middlemen will try 
to defend their rents. Platform owners that provide the tools for digital disintermediation will 
seek to capture the savings as excess profits, but in competitive markets the bulk of these costs 
savings should be passed through to consumers. The elimination of the “middleman” should put 
the cost savings into consumers’ pockets. 

Policy Implications 

Five broad areas of policy conclusions flow from this analysis of the pervasive problem 
of abuse of market power in digital industries, yielding clear advice for those responsible for 
competition and consumer protection. 

• Vigorous enforcement of antitrust and competition policies that ensures nondiscriminatory 
access to critical networks remains central to economic progress and fairness. 

❖ Because the numbers are so small, public policy must make sure we get the 
maximum number of competitors possible. 


Mark Ckiopor. "Slrucliirod ViraJ Commiinicalions Ihc Political Economy and Social Organiz<U.ion of Digilal DisinLomiodiaLion.” forthcoming in 

Journal on Teieconimunications and High Technology Law; 

Mark Ckioper. "From Wifi to Wikis and Open Source: TTie Political Economy of Collaborative Prtxluclion in llie DigiLal Infonnation .Age” 
Journal on Teieconimunications and High Technology Law, 5:1. 2006; “’llic Economics of Collaborative Production in the Spcctnim 
Commons,” IF.F.F. Symposium on .\W Frontiers in Dynamic Speclrum Access J'Jelv-ork.s, November 2005 
' Mark Cooper. "Round #1 iiitlie Digital hitellcctual Property Wars: Economic Eundamcntals, Not Piracy, Explain How Consumers and Artists 
Won in the Music Sector.” Telecommunications I’alicy Kesearch Conference, September 2008. 
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•t* Test the limits of minimum efficient scale and 

❖ Act swiftly against artificial barriers to entiy and support policies to lower real 
barriers to entry. 

• Value potential and intermodal competition highly, but don’t assume they are effective until 
that is demonstrated. 

•> Don’t let inteimodal competitors be gobbled up by intramodal incumbents. 

•> Make sure inteimodal competition is working before it is allowed to justify a 
reduction in the number intramodal competitors. 

• Vertical leverage is a critically important concern for antitrust and competition authorities. 

❖ Scrutiny of abuse of vertical leverage should focus on the vital interfaces that 
control the flow of applications, goods and services in digital networks. 

❖ Claims of technological integration should be scrutinized carefully. 

• Maximize consumer sovereignty and welfare gains. 

❖ Act swiftly against artificial switching costs. 

<• Support policies to lower switching costs. 

❖ Recognize the anticompetitive and anti-consumer harms of bundling. 

•> Resist the call of disintennediated incumbents to “save” their antiquated, oligopoly 
business models. 

•> Promote transparency, but recognize that the extremely complex nature of digital 
technologies creates a severe problem of information asymmetry. 

• Demand empirical evidence; do not rely on economic theories. 

❖ Define markets narrowly, recognizing that geography still matters in many of 
these industries which are still place-based. Reject unsupported theories and 
require real world proof of demand elasticity and cross-product 
substitutability. 

•> Carefully scrutinize claims of efficiency when they are invoked to excuse 
potentially anticompetitive practices or mergers. They should not be a magic 
wand that blesses every merger or suspect business practice. 

<• The presumption should be in favor of competition, allowing commerce and 
communications to flow while complaints are investigated. 
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Excerpt from 

“Anticompetitive Problems of Closed Communications Facilities,” 

in Mark Cooper (Ed.)» Open Architecture as Communications Policy 
(Center For Internet and Society, Stanford Law School, 2004) 

Broader Implications of Vf.rticat. Leverage in Communications Networks 

One of the most interesting ways to appreciate the harm that abuse of vertical leverage can do is to listen to 
ivhat die big firms say when they find tliemselves on the WTong side of the lever. The analysis in diis section relies 
on a variety of analyses and complaints from participants in the sector including AT&T as a long distance carrier, 
before il became a cable owner,* AOL as an ISP. before it beeame a cable owner, ^ analyses prepared by experts for 
local and long distance telephone companies," when they were not cffccUialing mergers of their own. Wall Street 
analyses of the business models of dominant, vertically integrated cable firms.'’ and obseiA-ations offered by 
independent ISPs'^ and small cable operators.'"' 

Current thcorctieal literature provides an ample basis for concerns that the physical layer of the 
communications platform will not perform efficiently or in a competitive manner without a check on market power. 
Tn this layer, barriers to entrj- are substantial, and go far beyond simple entrepreneurial skills that need to be 
rewarded.''' At the structural level, new entry- into these physical markets is difficult. AOL argued that die small 
number of communications facilities in the physical layer could create a transmission bottleneck that would lead 


® AT&T in Canada before it became the nation's largest cable company. Soo .AT&T Canada Long Distance Services, Comrnem of AT&T Canada 
Lon^ D\stuncii Samara Company, RiiUULATiOh o>' CEiriAL\ TELHOOM-viLNiCAiiOES SatviCbOtttiUiO BY Broadcast C'AiUUBRS. the 
Canadian Radio-television and Telecommunications Commission, Telecom Public Notice CRTC 96-3<j; (1997). The AT&T policy on open 
access after it became a cable company was first offered in a Letter fioni David N. Baker. Vice President. Legal & Regulatoiy .Affairs, 
Mindsphng Eiiterjmses, Inc., .Tames VV. Cicconi, Genaal Council and Executive Vice President, AT&T Corj)., and Kenneth S, Fellman, 

Lsq., Cliairman. TCC Local & State (joveniment Advisory Committee, to William L. Kemiard. Chairman of ECC (Dec. G. 1999), available 
ai htlp://w'ww.fcc.gov''mlr''attniindspringletter.txt. Virtually no commercial actixity took place as a I'esult of tlie letter, which was I'oundly 
criticized. Subse([uenlly their Hctivities were described in Peter S. Goodman, .fftCT Puts Open Access to a Test: Competitors Take Issue 
M-iih Finn's Coveled Firsi-Scretin Presence. \V.-\SH. Posr. Nov. 23, 2000, at El. AT&T in the L'.S. in situations where it does not possess an 
advantage of owning wires, see AT&T Corp., Reply Comments, DEPLOYMENT OF WiRELiXE Servs. Gtferino Advt\ncbd Telecomms. 
Capability CC Docket No. 98-147(1998): see AT&'I Corp.. Reply comments. Opp<jsmoxToSovTHWBSTERKBELL’l^. Co. Sectiok 
271 Application tor Tex.. Application- of SBC Commlikications hjc., Sot.Tiivi.TSTERA- Bell Tel. Co., & Sooiiwestern Bell 
C ioviNFiTKiCATiOKS Servs.. Inc. d/B-A Sidlthwesterx Bell Li-kg Distance fc-r Pr-iivtsiC'N of In-Rb^kn IxterLATA Services. in- 
Texas (2000). at http : //giillfossL' . fee .go-.-,.'' prod/ocfs/comsreh_vf . egi: 

^America Online. Inc., domment.s. TR,NNSFTtROFCOKTROi.OFFCCI.tCENSESOF\fiinT.\ONr GROUP Kc.to AT&T Corp., CS Docket 99-251 
(filed /Uig. 23, 1999) (providing, at the fedei'al level, AOL’s mi^si explicit analysis of the need for open access); ,\inerica Online Inc., Open 
Acce.is Comment.^ of America Online, Inc., before the DiP.M<TviiiNTOKTi':i.i':cx>M\.u.Nic:.vnoNS.-\Ni) InI'\.'RMM'io\ SiiRViciiS, S.nn 
Fran-CISCCi, (itetoher 27, 1999 (on file with author). 

.Teny .A. Hausnian, et at, Resideniial Demand /or Broadhund Telecommunicalions unJ Consumer .Access to Una/JilialeJ Jnlemel Conlenl 
Providers, 18 Y.^E J. OK REG. (2001): 

“ John B. Hayes. Jith Jayaratnc, and .Michael L. K.atz. An Empirical Analysis the Footprint Effects of Mergers Between Lar^e ILKCS. citing 

•‘Declaration of Michael L. Katz and Steven C. Salop." submitted as an attachment to PETITION TO DeKY OF SPRING CiOMN-RTUCATIONS 
COMPANY LIMN .AMERITECHC'ORP. & SBC COMN-IUNTC.ATIOKS, IN'C., FOR CONSENT TO TRANSFER OF CONTROL. CC Dkt. No. 98-141 (filed 
Oct. 15, 1998) and Phi i i ion ic: Dkw ()KSi>i{iNt}Ck)MMU\i(’ATiONsCo\ii’ANY LP, in GTT.Coiu’ORA’i iox andDh.i.i. .Ai i.an i icCoiti*. kor 
Consent to transfer of Control. CC Docket. No. 98-184 (filed Nov. 23, 1998) (on file with author). 

Sanford C. Bernstein and Me Kinsey and Couijiany, Broadband' , January, 2000 (on file with author); Menill Lynch, /\()l. lime Warner, 
February 2.1, 2000; Paine Webber. AOf. Time Warner: Among the WorldlsMost Valuable Brands, March 1, 2000: Goldman Sachs, America 
Ouline/'hme Warner: i’erfecl iime-ing, .Mai'cli 10, 2000 (cm file with author). 

Farllilink. the lirst ISP to enter into negotiations with cable ownerri for access, has essentially given up and is vigon)iisly seeking an open access 
obligation. See Notice of Lx Parte. Piesentation Kegaidiiigthe /^plicaticms of /Mnerica Online, Inc. & T ime Warner Inc. for Transfers of 
Control CS Docket No 00-10 (tiled Oct. 1 8, 2000). available at lTt^:.'7gullfbss2.tcc.gov/prod-ecfi..’conisrch_v2.cgi; NoithXet, Inc., .An Open 
.Access Business Model For Cable Sy stems: Promoting Compclilion & Preserving hilemet Innovation (ihi .A Shared, Broadband 
Coinnmnications Network, Ex Parte, .Application of America Online Inc. & Time Warner, Inc. for Tran.s/ers oj'Conlrrjl, F.C.C., CS-Docket 
No. 0030, October 16. 2000 

See American Cable Association. Comments. In Kc implementation of the Cable Television Consumer Protection & Competition Act of 1992, 
Development of CYunpetition in Video Programming Distribution: Section 628(cX5) of the Communications .Act: Sunset of Exclusive 
Contract Prohibition, CS Docket No. 01-290 (filed Dec. 3, 2001) available at 
http : //gullf issh . f cc.gcv/prr;d/c:cf3/com3rch_v2 . cgi. 

See Legal Riglits Satellite Org.. Communications Convergence of Broadcasting and Telecommunications Services (arguing that there were 
hanieis to entiy into physical facilities), at http :.'.''www. legal-rights. org.''Laws/ctMn'ergence.html (last visited .Ian. 17, 2()()3); 
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directly to tlie problem of ^’ertical leverage or market power. '"[AJ vertically integrated broadband provider such as 
AT&T will have a strong incentive and opportunity to discriminate against unafl'iliaied broadband content 
providers. 

Problems caused by ^’ertical integration are particularly troubling in communications markets because a 
conmiunications provider with control o\’er essential physical facilities can exploit its power in more than one 
market. Whether vve call them essential fadlitics,^ ' choke points^^ or anchor points/^ tlic key leverage point of a 
communications network is conirolling access to facilities. 

The key, after all. is the ability to use “first mile’" pipeline control to deny consmners direct access to, and 
thus a real choice among, the content and services offered by independent providers. Open access would provide a 
targeted and narrow fix to this problem. AT&T simply would not be allowed to control consumer's ability to 
choose service providers otlier than diose AT&T itself has chosen for them. This would create an enviromnent 
where independent, competitiv'e service providers will have access to the broadband "first mile” controlled by 
AT&T - the pipe imo consumers’ homes - in order to provide a Tull, expanding range of voice, video, and data 
services requested by consumers. The abilily to stifle Tnlcmcl-bascd video compclilion and lo rcslricl access lo 
providers of broadband content, commerce and other new applications thus would be directly diminished.^'' 

Experts for the local telephone companies, in opposing the merger of AT&T and MediaOne. made this 
poini arguing that "Ihc rclcvani geographic market is loc^ because one can purchase broadband Inlcmcl access only 
from a local residence”'' and that “a dominant market share is not a necessary' condition for discrimination to be 
effective.”^ “[A] hypothetical monopoly supplier of broadband Internet access in a given geographic market could 
exercise market power witliout controlling the provision of broadband access in neigliboriiig geographic markets. 

The essential nature of the physieal eommunicaiion platform was the paramouni concern for AT&T long 
distance in determining interconnection policy for cable networks in Canada. AT&T attacked tlie claim made by 
cable compcuiies that their lack of market shiire indicates that they lack market power, argiting that small market 
share docs not preclude the c.xisicncc of market power because of Ihc csscnlial funclion of the access inpuL lo Ihc 
production of scrv-icc,"^ AT&T furtlicr argued that open access “obligations arc not dependent on whether the 
provider is dominant, Rather they are necessary in order to prevent the abuse of market power that can be exercised 
ov^er bottleneck functions of the broadband access service.”'^ 

AT&T mainiaincd Lhai Ihc presence of a number of vcnically inlcgralcd facilities owners docs not solve the 
fundamental problem of access that nonintegrated content providers face, pointing out that since independent 
content providers will always outnumber integrated providers, competition could be undermined by vertical 


Ilausmaii, et al., Rasidanlkd Demund for Broadband, ai 129, 04. 

buiglois, Te-chnolog}' Standards, al 19.S. 

Mark Cooper, Open Access to the Broadband Internet: Technical and Economic Discrimination in Closed Proprietarv Networks, 71 U. C'liLi:). 
L.Rnv. 10^(2000). 

Bcriistoiii. '. ai 18. 21, [Tlhc current set of alieriiaxivcs for reaching customers with broadband connections is inadequate. Allcast 

fertile time being, cable is closed, meaning that much of the value is, hi effect, ceded to the piatfomi rather than captured by the 
eonienl/applicalions providers... fBlroadbaiid access plalfoniis arc the anchor puitils for much of llie value al slake and vehicles fur accessing 
new revenue streams, idirtlierniore, access is currently a bottleneck, and access witmers have the potential to leverage their privilege 
])ositioiiedto ensure long-tenn value creation. 

lhat is exactly what AOL said about A'l'&'f. when AOL was a nonafllliatcd ISl’. SeeAOL, Transfer of Control, at 13. 

■' Ilausinan, etal., Residcnlial Demand for Rr'/aJkand, at 135. 

^^Id. al 156. 

Id. at 1.15. 

AT&T C'anaila Long Distance Services. Comments of AT&T Canada Long Distance Services Company, RUCVL-VTIOX OF Cert.-MN 
Tki.Kcommunic’a I iC'NS SKUVu’hOh-KKRhi) HY UiKj.Aixi.AXi'C.ARRiKkS, the Canadian Kadiivtelevision and 'lelecominunicalions Commission, 
Telecom Public Notice CRTC 96-36; (1997). al 12 .Each of these pronouncements made by regulators, policy makers and individual 
members of the indusUy reflects the strongly held view that access to the underlying facilities is not only necessaiy because of the bottleneck 
nature ol'lhe ladlilies in qiieslion, but also because it is cfflical for Ihe development of compelilion in Ihe pnivision ol' broadband services. 
.AT&T Canada LDS shares ihis view- and considirs the control exercised by broadcast carriers over these csscnlial inputs is an important 
factor conti ibuting to the dominance of broadcast cajiiers in die market tor acceas services. 

■ Id. al 8-9. By contrast, the telephone companies have just begun to establish a presence in die broadband access market and it will likely lake a 
number of years before they have extensive networks in place. This lack of significant maricct share, however, is overshadowe d by tlieir 
monopoly position in the provision of local telephony services, [^n any event, even if it could be argued tliat the telephone companies are not 
dominant in the market for broadband access services because they only occupy a small share of die market, there arc a number of 
compelling reasons to suggest that measures of iiiaiket share are not overly helptiil when assessing die dominance of telecommunications 
carriers iiitlie access market.... Id. at 9 (emphasis in original). 

Id. at 24. 
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integration. In order to a^’oid tliis outcome, even multiple facilities owners must be required to provide non- 
discriminalor> access,' ” This also applies in ihe ISP arena. AOL also believed lliai the presence of allemalive 
facilities did not climinaic the need for open access.^ 

Two or tliree vertically integrated facilities in the broadband arena will not be enough to ensure ^Tgorous 
competition, it is also important to note the consensus that cable is the dominant and preferred teclmologj’. 

Cable's advantages are subslanlial. and DSL is not likely to be able to close the gap.''^ 

Content discrimination has been the focal point of concern in relation to high-speed Internet servaces. 
Content discrimination invoh’es an integrated provider “insulating its owm affiliated content from competition by 
blocking or degrading the quality of outside content.”'^’ It benefits the vertically integrated entity “by enliancing the 
position of its affiliated content providers in the national market by denying unaffiliated content providers critical 
operating scale and insuladng affiliated content providers from competition.”^'' 

AT&T idcniificd four fonns of anlicompclilivc leveraging — bundling, price squeeze, service quality 
discrimination, and first mover advantage. It describes the classic vertical leveraging tools of price squeezes and 
quality discrimination as content discrimination. The experts for the local telephone companies identified a similar 
series of tactics that a vertically integrated broadband provider could use to disad^'antage competing unaffiliated 
content providers. 

First, it can give preference to an affiliated content provider by caching its content locally. Such 
preferential treatment ensures that affiliated content can be delivered at faster speeds than unaffiliated content. 

Second, a verlically inlegraled broadband provider can liniii the duration of streaming videos of broadcast 
quality to such an extent that they can neva compete against cable programming , . , 

Third, a vertically integrated firm such as AT&T or AOL-Time Warner could impose proprietary' standards 
that would render unaffiliated content useless. . .Once the AT&T standard has been established, AT&T will be able 
to exercise market power over customers and those companies trying to reach its customers, 

Even after AT&T became the largest cable TV company in the U.S., its long distance division criticized 
local telephone companies for abusing Uicir monopoly control over their telephone wires. AT&T complained about 
botllcncck fadlilics, vertical integration, anlicompclilivc bundling of services, and tlic disiortion of compciilion 
when it opposed the entry' of SBC into the long distance market in Texas. These are the very' same complaints 
AOL made about AT&T as a cable company at about the same time. ’^ AOL expressed related concerns about the 


■’ Id. Hi 12. Because there are ami will be many more providers orconleni in Ihe broatlband market than lliere are prcividers ol' carria.ge. there 
alwaj's will be more service providers ilian access providers in the market. Indeed, even if all of the access providers in tlie market integrated 
themselves vertically witli as man>' service providers as practically feasible, tlieie would still be a miiiiber of seivice providers remaining 
which will require access to the midcrlying broadband facilities of broadcast carriers. 

AOL Commmis, Tnimf&r of Control, at 14,[Ajn c^eii access requirement) would allow ISPs to choose behveen tlie first-mile facilities of 
telephone and calile operators based mi their relative ])rice, perfonnance. and teatuies. Hiis would spur the Kxip-to-loop, facilities-based 
competition contemplated by tlie I'elecommunicaiions Act of 1996, thereby offering consumers more widespread availability of Internet 
access; inci easing aftordaliility due to downward jiressures on prices: and a menu of sendee options vaiying in price, speed, reliabiliW, 
coitienl find customer service. .Another indicaticsi thiU Ihe availability of allemalive facilities does not elimuiate the need for open access 
jiolicy can be found in .AOI .'s conclusion that the policy should i^ply to hofli hasiness and residential customei-s. If ever tliere was a 
segment in which tlie presence of two facilities competing might alleviate the need for open access reiiuiremenl, the business segment is it. 
■AOL rejected tlic idea. Id. at 1-2. 

Mark Cooper. “Breaking the Rules." attached to Petition to Deny of Consumers Union, Consumer Federation olh^merica and Media Access 
Project. .Applications for Consent to Transfer of CTintrol of licenses, MediaOne Group, Inc. Transferor to AT&T Corp.. Transferee. CS 99- 
251 (filed August 23, 1999) (on file with autlior). 

Bernstein. Broadband! at 30. 33, 50-5 1. 

Ilaiisman et al.. Jiesidenlinl Demand for Broudbanct, at 158. 

Id. al 159. 

A’i &.T Canada. Cornmenti of AT&T Canada, supra note 50. 

Ilausnian et al., Re.sidenlia! Demand for Broadband, .supra note 52, at 160-62. 

A'l &'T Corp.. Reply comments. Opposition to Soiitliwcstcm Bell Tel. Co. Section 271 ^Application for Tex.. Application of SBC 

Coninmnieations Inc., Soutliwesteni Bell Tel. Co., & Southwestern Bell Communications Servs., Inc. d-'b-'a Soutliwestem Bell T xing Distance 
for Provision of In-Region InterT.AT.A Services, in Texas (2(X)0), ti/ il l.[): //•) j I I I . 1 <:<: .fjov/ 
pred/eef s/cc:T.srch_v2 . cgi . 

.AT&T Canada, Comments of AT&T Cfuifida, fit 15-16. 

llic doiiiinaut and vertically integrated position of cable broadcast carriers requires a mimber of safeguards to protect against anticompetitive 
behaviour. Tliese caniers have consideiable advantages indie inaiket. particularly with respect to tlieir ability to nialce use of tlieir 
underlying network facilities for the delivery of new scaTccs. To grant these carriers unconditional forbearance would provide tlieiii with the 
ojijiortunity to leverage their existing networks to the detriment of other potential service providers In particular, unconditional foihearance 


10 



118 


manipulation of teclniolog}- and interfaces, complaining about “allowing a single eiitifr to abuse its control over the 
developmeiu of technical solutions - particularly when it may have inleresls inconsisienl wiili the successful 
iinplcmcniaiion of open access,, , Ills lhacforc vital to ensure that unaffiliaicd ISPs can gain access comparable to 
that the cable operators choose to afford to its cable-affiliated TSP.^' 

Long distance companies and competitive local exchange carriers have similar concerns about the merging 
local exchange carriers. Their experts argued in the proposed SBC-Amcriicch and Bell Ailaniic-GTE mergers lhal 
large si/c gave ncivvork owners an incenlive to discriminate. “The economic logic of compciilivc spillovers implies 
that the increase in [incumbent local exchange carrier (TLEC)] footprints resulting from these proposed mergers 
■would increase the ILECs' incentive to disadvantage rivals by degrading access services they need to compete, 
thereby hanning competition and consumers.”^ 

Wall Street analysts point out that the key to controlling the supply side is controlling essential functions 
tlirough proprietary' standards,^'’' Independent ISPs point out that cable operators like AOL use control over 
funciionahiics to control the services available on the network. ’® Cable operators have coniinucd to insist on quality 
of service restrictions by unafrilialcd TSPs, which places the ISPs at a compciilivc disadvantage,'’' Cable operators 
must approve new functionalities whether or not they place any demands on the network. 

Price squeeze and extraction of rents are apparent in the implementation of closed platfomis, Thomas 
Hazlctt and George Bitllingmaycr cite E.xcilcffllHomc executive Milo Mcdiii describing the tcmis on which cable 
operators would allow carriage of broadband Internet to AOL (before it owned a wire) as follows: 

I was sitting next to [AOL CEO] Steve Case in Congress during the open access debates. He was 
say ing that all AOL wanted was to be treated like Excite [:S:jHome. if lie wains to be treated lilve 
us, I’m sure he could cut a deal with [the cable networks], but ihcyTl lake their pound of flesh, 

We only had to give them a 75 percent equity stake in the company and board control. The cable 
guys iiren’t morons.'’^ 

Tn the high speed Internet area, conduit discrimination has received less attention than content 
discrimination. This is opposite to the considerable attention it receives in the cable TV video serv'ice area. 
Nevertheless, there are examples of conduit discrimination in the liigh speed Internet market. 

In implcmcnling conduit discrimination, the vertically integrated company would refuse to distribute its 
affiliated content over competing transmission media. In so doing, it seeks to drive consumers to its transmission 
media and ■weaken its rival. This is profitable as long as die revenue gained by attracting new subscribers exceeds 
die revenue lost by not mailing the content available to the rival. Market size is important here, to ensure adequate 
profits are earned on the distribution of service over the favored conduit. Although some argue lhal “Ihe traditional 
models of discriminaiion do not depend on the vertically integrated firm obtaining some critical level of downstream 


of the broadband access services provided by cable broadcast carriers would create both the incentive and opportunity for these carriers to 
lessen competition and choice in tlie provision ofbroadbond service that could be made available to the end customer . . .Tlie telephone 
companies also have sources of market power that warrant maintaining safeguards against anticompetitive behaviour, for example, 
telephone companies aie still oveiwhelmingly doiuinaiil in the local telephony niaiicet and, until tliis dominance is diminished, it would not 
be appropriate to forebear uncondilionaJly frcmi rale regulation ofbroadband access services. 

Amenca Online Inc., Open /Icce.sx C.ommenix oJ'America Online, Inc., before the Dki’arTMKN'I okTki.kCOWMU'jicA’i i;as and Inkuima i'ion 
Services. Fr.\XCISCO, October 27. 19W (on file with aulhor, at 8. 

Hayes, et at., I‘^mpirical Analysis, at I . 

See Bernstein, nroadbandi at 57. Thus, the real game in standards is Ut reach critical mass (itr your plall'onn without giving up loo much 
control, lliis reciuires a careful balance between openness (to attract others to your plattbnn) atid control over standaids development (to 
ensure an advantaged value-capture position). Ol' course, the lessons ol'MicrosolL Cisco, and oLliers are not lost on market participants, and 
these days no player will willmgly cede a major slaiidards-basod advantage to a competitor. Therefore, in emerging sectors such as 
broadband, creating a standards-hased edge will likely require an ongoing stnctural advantage, whether via l egulatory discontinuities, 
incumbail status, or tlic ability to influence customer behavior. 

Bernstein. .Z^roaa'ta/ic/.'. at 57. 

"" Hausman et ‘dlliesidential Demand for- Broadband, at 133. 

Ihomas \V. Hazlctt <fe Ocorge Bittlingmaycr, The Foil ticai Economy of Cable “Open Access, (Atl-Brookings Joint Center for Regulatory 
Studies, Working Papei Xo. 01-06, 2001'), available at litq)L''''www.aei.brookings.org,''pu1)lications-'working/ \vorking_ni_06.pdf., at 17 n.47 
(quoting Jason Krause <fe Elizabeth Wasserman, Switching Teams on Open Access?, The iNDireTRY St.andard, Jan. 24. 2000. amiiable at 
http;/.''wvvvv tliestandard.com,''aiticle,'disj)Iay,''l,l l53,8903.(X).html). 
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market share.’"''^ iii reality, the size of the vertically integrated firm does matter since “a larger downstream market 
share enhances the vertically integrated firm’s incentive to engage in discrimination.” 

AT&T has been accused of conduit discrimination in the high speed Internet market. The AOL-Time 
Warner merger has also raised similar concerns. The significance of AOL's switch to cable-based broadband should 
not be LEiderestimated. This switch has a powerful effect on the hoped-for competition between cable modems and 
DSL. '' Although telephone companies arc reluctant to admit that their technology will have trouble competing, 
their C-Kperts have identified the advantages that cable cnjoys.^^“ Fearing that once AOL became a cable owner it 
would abandon the DSL distribution channel, the FTC required AOL to continue to make its service available over 
the DSL conduit. 

The focal point of a leveraging strategy is bundling early in the adoption cycle to lock in customers. AOL 
has also described the tlircat of vertically inlcgralcd cable companies in the U.S.'^'’ Once AT&T became the largest 
vertically integrated cable company selling broadband access in the U.S., it set out to prevent potential competitors 
from offering bmidles of services. Bundles could be broken up either by not allowing Internet service providers to 
have access to video customers, or by prcvaiting companies with the ability to deliver telephony from having access 
to high-speed content. For the Wall Street analysts, bundling seems to be the central marketing strategy for 
broadband.'*' 

AOL argued Uiai requiring open access early in the process of market development would establish a much 
stronger structure for a pro-consumer, pro-competitive market.'^** Early iiitcrvcnlion prevents the arcliilcclurc of the 
market from blocking openness, and thus avoids the difficult task of having to rcconstmct an open market at a later 
time.'^*^ AOL did not hesitate to point out the powerful anticompetitive effect that integrating video sendees in the 
communications bundle could have. AOL argued that, as a result of a vertical merger. AT&T would talce an 
enormous ne.\t step toward its ability to d^iy consmners a choice among competing providers of iniegraied 
voice/video/data offerings - a communications marketplace that integrates, and transcends, an array of 
communications sendees and markets previously viewed as distinct.'*' 

Wall Street saw the first mover advantage both in the general terms of the processes that affect network 
industries, and in the specific advantage that cable broadband sendees have in capturing the most attractive early 
adopting consumers,^^ First mover advantages have their greatest value where consumers have difficulty switching 
or substituting away from the dominant product. Several characteristics of Broadband Internet access are 
conducive to the first mover advantage, or “lock -in.” 


Hausman ct al. Residential Dctfiand for Broadband, at 1.S6 (footnote oiiiiticd). 'Ihc .•yC.A. provides tlie caleulatioii for cable operators. 

Ilausniaii et al, Residenlial Demand hr Broadband, at 1 56 (footjiote omitted). 

Bemslein.if?W(Aa«c?'. al 12-14; Merrill Lynch. AOLTtme K’arner, al 33. 

AtDLlias argued: .At ev'ery' key link in the broadband distribution chain for video.-'voioc/data services, AT&T would possess tlie ability and the 
incentive lo limit consumer choice. yV’helher through its exclusive control of the EPO or browser that serve as consumers' inlerCace: its 
integration of favored Microsoft operating systems in set-top boxes; its control of the cable broadband pipe itself: its exclusive dealing with 
its own proprietaiy cable ISPs; or the required use of its own ‘'backbone” long distance faciliti^; AT&f could block or choke off 
consiuiicrs' ability to choose among ihc access. Internet scA'ices, and integrated scaIccs of llicir choice. Eluniiialing customer choice will 
diminish iiuiovation, increase prices, and chill consumer demand, thereby slowing the roll-out of integrated seA’ice; .VOL Comments. 
Tran.sjdr oJ'C.ontroi, at 1 1 . 

Goldman Sachs. .Vmcnca Onlinc.T'iinc Warner, at 14. 17.AOL Time Warner is uniquely positioned against its competitors from both 
technology and media jieApectives to make the interactive opportunity' a reality. Tliis muitiplatfomi scale is particularly imjioitant from a 
pricing perspective, since it will pennil the new company lo offer more compelling and cost effective pricing bundles and oplions Eifui its 
competitoi's. Fuilheirnffl'e, .AOT, Time Warner will benefit from a wider global footprint tliaii its competitors” . .[W]e believe the real value 
by consumers en ma.sse will he not in the “brosulbnnd connection” per se, but rather an attractively packiiged. priced, and easy-Lo-use service 
that will bundle broadhand content as an integral part of the seAdee. 

.AOI, Comments. Tran.fer of Control.. 

Jonatlian Ixiim, I'CC Rules Seek High-Speed Shift: Rhone l-'irms Would Keep Cable Rights, Wash. Fosi, Teb. 15, 2002, at LI (on the highei' 
cost ofaddressingprohlems ex post]. 

.AOL, Comments, Transfer of Control, al 9-10. 

Meirill Tvneh, .AOT, Time Warner, at .38 (”Tf the teclmology market has a commimications aspect to it, moreover, in wliich infonnation must he 
shared [spreadsheets, instant messaging, enterprise soflwan: applications], the network, effect is even more powerful.”); Bomsicin, 
Broadband', supra note 54, at 26: ‘Thus, if the MSOs can execute as they begin to deploy cable modem sendees in upgraded areas, they 
have a significtml opportunity lo seize many of the most atlractive customeis in the coming broadhand land grab. These customers are 
important both because tliey represent a disproportionate share of llio value and because they arc hell weathers for mass-market users.’’ 

'■ Meirill lynch, .AOI. Time Warner, at .38 (“If the technology market has a communications aspect lo it, moreover, in wliich infonnation must he 
shared [spreadsheets, instant messaging, enterprise software applications!, Ihc ncAvork effect is even more powertiil."); Bernstein, 
Broadband', .supra note 54, at 26: “'thus, if the MSGs can execute as they begin to deploy cable modem seivdces in ujigraded areas, they 
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The local telephone companies have outlined a series of concerns about lock in;^ ’ High-speed access is a 
unique product, The Department of Justice determined that the broadband Internet market is a separate and 
distinct market from the narrowband Internet market.^' There are switching c-osts that hinder competition, including 
equipment (modems) purchases, learning costs, and the inability to port names and addresses. Combining a head 
start with significant switching costs raises the fear among the independent ISPs that consumers 'will be locked in. 

In Canada, AT&T argued that hie presence of switching costs could impede hie ability of consmners to change 
teclmologies. thereby impeding competition.'® 


Imve a significant opjioitunityto seize many of the most attractive customers in tlie coming liroadliand land grali. Tliese customei's aie 
imporliuiL bodi because they represent a dispropoitionsUe share of the value and because they are bell weathers for mass-market users.'’ 

Ilausman, et at., Residenlial Demand for Rr/xjJhand. at 164. “Due to tlie nature of network indu.stiies in general, tlie early leader in any 
broadband Internet access may enjoy a "tock-in'’ of customers and conlenl providers — that is. given the higli switching costs for consumers 
associated with changing broadband provider (for example, the cost of a DSI. modem and installation costs), an existing customei' would he 
less sensitive to an increase in price than would a prospective cu.slomer.” 

■' Ilatisman, et al., Jies}denluil Demand for Broadband, at 136-48; Uemstein, iiroac/hant/.', 54, at AT&T Canada, at 12. “A'l'itT Canada notes 
that narrowband access facilities are n<iL an adequate service subslilule for hn)adband access (acililies. The low bandwidth associated with 
these facilities can substaiiLially degrade the (fualily of service that is provided to the aidciuslonior to lire point where transmission reeeplion 
of sendees is no longer possible.” 

” .Amended Complaint of the Dep’t of Justice al 6.U.S. v. AT&TCorp., 2000 WL 1752108 (D.C. Cii. 2000) (No. fOOCVOl 176). available at 
htlp:/'w'vvvv.iisdoj.gov/atr.' cascs/indx4468.htm. 

^ .AT&T Chnada, Cknnmenis of AT&T Cfuiada. al 12. The cost of switching supphers is auollier important factor which is used to assess demtind 
conditions hi the relevant market, hi tlic case of the broadband access market, the cost of switching suppliers could be significant, 
jiaiticularh' if tliere is a need to adopt different tecliiiical interfaces or to purchase new tenninal equipment foi' the home or office. Given tlie 
fact that niaiiy of the teclmologies involved in the provision of broadband access services are still in tlic early stages of development, it is 
unlikely that we will see customer switching seamlessly form one service provider to another in the near-tenn. 
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Excerpt from 

“Antitrust as Consumer Protection in the New Economy: 

Lessons from the Microsoft Case” 

Hastings Law Journal^ 52: 4, April 2001 

Contraiy to the claims of a headline in the New York Times Book Review, Microsoft did not lose this case 
“by defending loo much loo oflcn,” It did not lose because of a remarkably inept defense, or because of 
allegations that crueial pieces of evidence were rigged, or because of an irrational or biased judge. It lost because 
its acts were simply indefensible. The intent and cffijct of its behavior was so blatantly anti-competitive and the 

economic assumptions necessarj' to excuse it so narrow and unrealistic, that not even a conserv-ative iudge — Ronald 

61 

Reagan's first judicial appointee — could do anything but find Microsoft guilty by a reasonable interpretation of the 
antitrust rules (see Exhibit I-l). In fact, numerous conservative antitrust thinkers have recognized that a knee jerk 
defense of Microsoft is wrong, because it risks deslroving all reasonable rules of a produclivelv compelilive 

C2 

marketplace, and warned allowing such behavior will undermine the lundamenlal compelilive dynamic dial drives 

C'3 

progress in our capitalist economy. 


EXHIBIT I-l 

THE CASE AGAINST THE MICROSOFT MONOPOLY 



FACT(ParaLTaDh No.) 

LAW (Pane No.) 

MARKET STRUCUTURE 

MONOPOLY POSITION 

18-21.33-3.5 

4,5 

BARRIERS TO ENTRY 

Hardware 

19.20,22-27.54-55 

4.6 

Software 

30,3643.141.166 

4.5.6 

CONDUCT 

UNDER THE TABLE 

Abrogation Of Contracts 

390.394 

IS 

Inliniidalioii 

106.129,236.355 

6.10 

Market Division 

88.105 

10,22 

Patent Infringement 

390,394 


Reverse Bounty 

139.260.2951 

6.20 

Predation 

107.137-139.147 

6.10,16,21,22 

CONTRACT PROVISIONS 

Exclusive Deals 

143,147,230-234, 247,259-260 10,15,37,38 


57.Adam Liptak. Microsoft Lost Its Aniiinist Case by Defencbng Too Much Too Ofteu. NY TDvffiS ON THE WEB. Fob. 4. 2001. at 
littp:.'''Www.n\tiiiics.com. 

Itaiiv CliandraseVaran, l.'.S., I’) States Discuss Passible Sanctiom Plan for Mictasoft, W.VSH. lyjST, Feb. 1 5, 1 999, at A1 (using 
llie word ‘'stumbling” lo describe (he presenlalion ol MicrosolVs delense); see. also James V. Grimaldi. Some Clb.-ien'ers Say Aficrosojl 
Has Blown Its Co.ie with Blunders. SbAlTLli TlMliS, Feb. 9. 1999. available <U hUp:.v'arciiives.seaUlelimes.nwsource.com. 

59. The most striking example of tainted evidence was the presentation of a videotape vvhich purported to show that the browser could not 
be removed without inipairiTig the function of the operating sy’stein. 'ITie witness presenting the video could not account for 
disconlinuilies on lire tape. JOHN IltlLHMANN. Pkide Bheoke THE F.ALL 181-86 (2001). Microsoll never did sort oul whal had 
occurred, so it is unclear wholher this was an honcsl mislako or deception. Aiiolher incidenl. having to do with a sinvey that Microsoi'l 
had comnhssioiied to support its case, |>reseiited the court with a direct effort to mislead. Microsoft ap]«ars to have developed a 
suivey of browser users which was puip»'>sefully intended to provide an after the fact defense of its Iwhavior. Microsoft Ri^ed 
Sunvy?., CNNFN. (Jan. 14. 1999), at hUp;//ciinlh.cnn.coni'1999/01.''14/lechnology.-'niicrosoll.'. When one of Microsoft’s outside 
witnesses relied on this data in court, ratlier than the actual data on which Microsoft's executives relied, the Judge vvas quite blunt in 
his rebuke. See Microsoft. 84 F. Siipp. 2d at 101. 

60. Interviews granted during the trial and public stalemeTils since have resulted in ihe appeals coiirL asking parlies Lo comment on the 
judge's bcliflvior. 

6 1 .Ken Auletta, World War 3 .0, at 42 (2001 ). 

62.Robert Bork, The Most Misunderstood Anliuvst Case, WALL St. J.. Mav 22, 1998, at A16; Dan Oliver, Necessaiy GotesJteeping, 
N.-m'i.RI'A’., May4. 199H.al43. 

63 .Kenneth Starr. Progress and Freedom Foundation and the Brookings Institution, Remarks, in Miewsofi Antinvsi Case and Computer 
Indu.'itrv Competition, (C-SPAN television broadcast, Feb. 22, 2001). 
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287-290,293-297,305-306,317-321 



326-326,332,337.339-340,350-352 


Preferred Desktop Location 

139,272,301 

17, 20 

Secret Price 

64,1 18,236-238.324 

6,10.1 1 

Indirect Sales 

10.19,103 

4,6,10 

Quality impairment 

90-92,128-129,160, 330,339-340 

6.11 

Resource Denial 

240,357.379,396-406 

31 

Incompatibility /Integration 

129,387-396,404-406 

18,19 

Disabling 

160,170-172 

11.31.32 

Destipportiiig 

90,122.128-129, 192,405-406 

10,18 

BUNDLING 



OS Tying 

159, 170,198 

4,11.12,31 

Imitation 

133-1.34,166 

10.18.19,22 

PERFORMANCE 



RETARDING INNOVATION 



Chilling Effect on Investment, 

379,397,412 


Developer Time and Money 



Delay or Prevent Development 411. 1.32.395-396 

10.18.19 

Netscape's Navigator 

81-88.408-410 

22 

IBM's OS2/Smarlsuile 

116-118,125-130 

10 

Sun's JAVA 

397-403 

18 

Real Networks 

111-114 

10 

Apple’s Quicklime 

104-110 

10 

InlcTs Native Signaling 

94-103 

6 

Processing 



Undermining Compatibility 

390-396, 407 

6,18.19 

DENIAL OF CONSUMER CHOICE 


Deny Products Consumer Needs 

247. 410 

Delaying Release of Products 

167-168 

11 

Deny Consumers User-Friendly 

210-216 11 

Force New Versions in New PC 

57. 66 6 

Deny or Delay Non -Microsoft 90-91.93 

10,11 

Thwart Responses to Demand 

225-229 

11.14 

Forcing Consumers to Buy 

133,143.203-20611 


In Inconvenient Ways 

239-240.247.309-311, 357,359-360 10,15 

DEGRADATION OF QUALITY 



Impair MS Funcuonalily 

173, 174 

11 

Reducing the Availability 

407 

18.19 

Impair the Nonms Functionality 92,1 2S-1 29, 

6,10.1 1,17; 


160.171-172. 330.339,340 


DIRECT INCREASES IN CONSUMER COST 


Short Term Revenue 

57, 62-63 

6 

Price Discriininalion/Sccrcl Price 64. 1 1 8,236-238,324 

4.6.10,1 1 

Undermining Long 

66 

6 

Term Competition 



MONOPOLISTIC PRICING PRACTICES 


Hidden Pricc/lndirect Sales 

10,18-19.58,103 

4.6.10 

Overcharges 

62-63.66 

6 

Cross-Subsidy/Predation 

107,137-139.261-262 

10.21.22 

Excess Profits 

66.379 

6 

INDIRECT INCREASES IN CONSUMER COSTS 


Raising Consumer 

203-206, 239-240,247 

11 

Transachon Cost 



Raising Hardware Costs 



Upgrade Policy 

57.66 

6 

Excess Functionality 

173-174,210-216 6,11,32 
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Microsoft attacked the fundamentals of antitrust, hiring the Dean of the Massachusetts Institute of 

&1 

Technolog}' business school and a bew of consultants to present a theor>' that asked the court to abandon its 
traditional ^dew of competition and accept the proposition that markets wdll inevitably be dominated by verv’ few, 
very large companies. They elaimed that competition docs not take place wiihiii markets; the struggle is for the 
entire market. Market domination is benign because firms enjoy the benefits of network effects and virtuous circles 
of increasing productivity, while tlie fear of being replaced as the industry leader drives even tlie dominant firm to 
innovate and treat consumers just as well as traditional competition for market share in old economy industries 
Consequently. Microsoft did not violate the antitmst laws, it was simply the winner-take-all nature of the industrv- 

tliat made it act this tvav and gave it market dominance. Bv this definition virtuallv no act could violate the antitrust 

66 ■ 

laws in this industry'. 

Evidence at trial revealed that precisely the opposite was true. Because the nature of the industry was not 
sufficient to entrench its monopoly, Microsoft resorted to repeated, well-docnmented and protracted campaigns of 
anti -competitive beha^aors to squash its competition. If network externalities would have been sufficient to entrench 
Microsoft, tlie immense amoLinl of managerial lime and effort and the hundreds of millions, il* not billions, of dollars 
it burned up foreclosing the market to competing products was wasted. It should not have needed to use all these 
business strategics; il could have relied on just delivering a belter product in a networked industry, 

The trial also showed that Microsoft's claims to pursuing consumer friendly business tactics that serve the 
public were contradicted by its actions. If expanding demand for Windows by promoting a complementary' product 
was Microsoft s concern, it did not have to spend hundreds of millions of dollars maldng sure tlie dominant browser 
was Explorer, not Navigator. Since imiovaiion would be the key to any such '’system” effects. Microsoft should 
never have slowed its own products or prevented other products from getting to market, since all innovation 
stimulates demand for Windows, Microsoft should not have cared which brand was used. It should certainly not 
hav^e spent so much effort on forcing Navigator out of the Mac market. 

If btiiidling were imporlanl to expanding demand by creating convenience and lowering costs, Microsoft 
should not have cared which complements were bundled, since the better they all worked, the greater the demand, 
but it repeatedly sought to prevent any product, other than its own, from being bundled on new PCs. Tf improved 
functionality and ease of use tlirougli integration of complement products were critical to stimulating demand, 
Microsoft sliould never have tlireatened to or actually withlield access to interfaces or jolted non-Microsoft products 
since they needed to function w'cll to expand demand. 


6A . In the conrTJoom, Ricliard Schmalcnseo analv’zed the market structiiro of the software industry. See Report of Direet Testimony of 
Richard Sctitnalensee, United States v. Microsoft Corp., 84 F. Supp 2d 9 (D.O.C. 1999) (No.s, CIV. A. 98-12.^2, 98-1 2.^;V) (relying 
on the empirical work of Bernard J, Reddy el al.. U hy Does Microsoft Charffe So Lillie far H-mUo-ws?, Na i 'L li,C,o.N. RliSUAitCii 
Assocs., Oct, 8. 1998, David S, Evans ct al.. The Rise cnid Fall of Leaders in Personal Comptaer Sofnvare. Nat'L Econ. 
Research Assocs.. Jan, 7. 1999. and Kenneth G. Elzinga & David E. Mills. PC Sofhvare (Sept. 1998) (all prepared with support 
from Microsoft)). 

65. Stan J. LiiiUovvnz & SiLPiiiiN E, MyutooTis, WiNNUits, Losiiits & Microsoit: CoNiPiiJiTiON a.nd Amitrlst in IliCii 
Technology 154-57 (1999) (hereinafter Liebowitz A Margolis, LosersI. 

66. As Schmalenscc wrote '\nX\\iAmerica}i Economic Resiesf.ihii month after the trial ended: Economists tend to define predatory acts 
as, rougtilv, acts that are rational only if they chasten or eliminate competitoi-s. Courts, awaie of the cost of discouraging 
compelilion. lend lo require more, including shorl-lerm losses from the acls al issue and plausible expeclation of fulure recoupmeiil 
of those losses. Clear evidence of inlenl may help a court decide whether a particular act was predatory. In Schumpeterian industries, 
however, with “winner take inosf' markets, neither the basic definition above nor evidence of intent is economically useful. 
If there can be only one healthy survivor, the iiicunibent market leader mast exclude its competition or die. Any strategy that does not 
exclude compelilion will not result in survival. There is no useful non-oxclusion baseline, which the traditional test for predation 
requires. Moreover, if near-monopoly is inevitable, wellare is nol generally increased by restraining the feK'ciLy of compelilion for 
that position, particularly if competition is channeled in directions that Irenetlt consumers, such as innovation or low prices. 
As to intent, in a struggle for survival that will have only one winner, any firm must exclude rival.s to survive. The intent to exclude 
is the inlenl lo survive. In a “winner lake most” market, evidence that A iiilends lo kill B merely eonfirnis A’s desire Lo 
siiivive. Richard Schmalensee, AmUmsl Issues in Schumpeterian Industries. 90 Am. Econ. Rev. 192, 193-94 (2000). 

67. As the Economist pointed out. llie picture of a new form of beneficial monopoly, relying on network effects to dominate in a positive 
way. could not hide Ihe reality of plain vanilla monopoly power. If network effects did in fact assure monopoly power, the Micnisoll 
monopoly in the operating-systems market would not have been illegal. Under the Sherman Act. monopoly is lawful. It is actions to 
defend or extend monopoly that break the law. On the view tliat bad standards are strongly self-reinforcing, no such monopoly- 
defending action vvould have been needed. . . . New paradigm or old, the law has no quarrel with "natural monopolies.'’ It is 
precisely because network effects were not enough U) entrench Microsoft’s moiKtpoly — deliberate steps lo slille compelilion were 
required Too — that the company may face draconian pciialtics„4«ftfrus/ on Trial, ECONOMIST, Nov. 13, 1999, at 84. A liberal, 
journalistic version of the same conclusion can be tbund iu Robert Kuttner, Rill Gates, Robber Baron, Bus. Wk , .Tan, 1 9, 1 998, at 20. 
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If Microsoft were seeking to increase revenues by steering customers tlirough its broivser to its portal, it should 
never have given AOL equal standing with MSN on the bool screen al no charge or allowed OEMs to direct 
customers to their portals, as long as they used Explorer, not Navigator. 

If a pleasing consumer experience is important to expanding demand, Microsoft would have heeded the 
entreahes of OEMs to simplify and modily boot sequences, when they faced tlie wTath of dissatisfied consumers, 
instead of paying them to put up with consumer liassles. It would not have compromised the stability of tlie 
operating system with excessive integration. 

Microsoft illegally eliminated competition to defend and extend its monopoly and imposed a heavy price on 
the public. Consequently, application of traditional antitrust rules will achieve exactly the reverse of what Microsoft 
claimed it would — it will promote imiovaiioii by allowing potential coiupelilors, who would otlierwise be quickly 
eliminated by the giant's anli-cornpclilivc behaviors, lo have a fair chance to enter the market and eventually 
discipline the price and the quality of Microsoft's products. 

Market Dominance 

Microsoft has dominated tlie operating system category for sixteen years and still does. No other firm has 
come close to replicating either Microsoft's market share or its period of dominance. Five generations of Intel- 
based PCs have seen no change in the dominant firm. 

Microsoft is the only firm to achieve a market share exceeding 90'Fr>, first in the operating system and then in 
tlie office suite. It is tlie only fimi to achieve the generally accepted monopoly lei'el of 65-70°Xi in more tliaii one 
software market, 

Microsoft is the only firm lo dominate more than one category on the list. Tl doniinaics four of ihc five 
simultaneously and has never relinquished domination once it conquers a market. 

Microsoft is tlie only firm on the list that purchased, rather than created, the basic programs in virtually every 
category’ it dominated. 

In the one area where MicrosoA has not acliicvcd dominance, personal finance programs, it atlcmplcd lo buy 
ihc indusiry leader bul w'as rebuffed by the Department of Justice. The reason il has failed lo dominaic lliis area is 
also revealing, Schmalensee recognized that personal finance software is not as heavily subject to network 
externalities,^'’^ Microsoft is less able to leverage its market power over the operating system to conquer this 
market, perhaps that is why it failed. 

Wlien Schmalensee analyzed the installed base of users, he gave a similarly distorted idew.^^ He simply left 
out Microsoft’s base. He identified appro.xinialely twenty-three million non-Microsoft users, split roughly equally 
between Mac and others, The suggestion is that the non-Microsoft market is large enough to provide a base for 
competition. This approach is misleading, since the Microsoft installed base is at least twelve times as large as tlie 
combined coinpciilion, and could be as much as ivvcnly limes as large depending on what one assumes about the 
life-span of computers (see Exhibit TTT-2). It is approximately twenty-five times as large as the next largest 
competitor. It is over thirty times as large as the next largest PC-based competitor. Given tlie huge advantage in 
economies of scale attendant on such a base, it is extremely difficult for entrants to build a business on tlie basis of 
the non-Microsoft installed base,^^ A realistic analysis of industry leadership contradicts the Microsoft view. 
There is no "serial” in Microsoft’s monopoly. 

(2) Barriers to Erin- 

As unconvincing as the market structure analysis was, the second prong of the Microsoft argument was even 
weaker, Microsoft’s defenders claimed that its dominant market position and extremely high market share do not 


68. W. at .39. 

68. /J. al 39. 

69. Id al 50-55. 

70. Id at 54. 

71. The discussion of the nuiiibet of available programs is similarly distorted. Schiiialeiisee/NERA identify thousands of programs 
available for competing operating systems. Mac is identified with about 12,000 programs in 1998. See Report of Direct Testimony 
of Richard Schmalensee.al 5e . Windows had twice a.s many programs available five yeans ago. See Declaration of David Sibley al 
14. United States v. Microsoft Corp., 84 F. Supp. 2d 9 (D.D.C. 1999) (Nos. CIV. A. 98-1232. 98-1233) (citing a figure of 25.000 for 
1993). 
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constitute a basis for the exercise of market power because entry and exit in the soft^vare indusny’ are extremely 
easy. Switching costs, compatibility problems and network effects are not substantial entry' barriers, 

Microsoft executives knew full well that each of the problems that Sclnnalensee/NERA dismissed is actually a 
'"huge " barrier, Tlirough their words and deeds MicrosoJl’s senior executives dcmonsiraled that they believed the 
opposite of what the experts said and acted in exactly the opposite manner in the market, Microsoft's witnesses 
asked the court to disregard tlieir words and deeds and believe that Microsoft executii'es did not miderstand their 
own market. 

In a December 1997 memorandum, the Senior VP responsible for pricing to MicrosoiVs most imporlani 
customers — computer maiULfacLurcrs (original equipment manufacturers or OEMs) — concluded that Microsoft's 
high prices were protected by a variety of barriers to entry. Although computer manufacturers had an incentive to 
compete in operating systems because of Microsoft’s high prices, they faced problems of consumer switching 
costs, Software vendors were stymied by compatibility problems, Even Intel could not compete in operating 
sy stems since Microsoft could respond to such a threat by using its deep pockets to buy a chip inanLifaciurcr and 
bolt its operating system onto tlie CPU. leveraging control of compatibility to defend and extend its monopoly, 

So much for the claim that a brilliant computer science major in his garage can displace Microsoft: not even the 
combination of Intel, Compaq, Sun and Netscape can overcome these barriers to entry', 

Corporate Conduct 

Microsoft’s defense of its conduct relies on a claim that it just competes very' hard in every product raarkci it 
enters, Its experts place a great deal of emphasis on product quality. Microsoft’s domination of product lines is 
allribulcd to the fad that, while it starts behind in most products, it develops equal quality and then wins Ihc 
market, The whole market tips to Microsoft, once their product is superior.^^ In particular, Losen claims that by 
1996 Internet Explorer had pulled equal with Netscape Navigator. 

As with the evidence on market structure, the direct evidence on conduct refutes the claims of Microsoft 
experts with great specificity, Contradicting the theory, this was the very moment at witich Microsoft, executives 


72. Report of Direct Testimony of Richard Sclimaleiisee, at 55-63. 

7.. (lovemmenl I'.xhibiL r^.365: Memorandiim from Joachim Kempin lo llill (iales, dated Dec. 16, 1997. United States v, Micmsolt, 84 I''. 
Supp. 2d 9 (D.D.C. 1999) (Nos. CIV, A. 98-1232. 98-1233X Mary Jo Foloy. Who is Miemsoji's Seemt PoM’er Broker?. 

ZDNET, Fob. 1. 1998 (describing Joachim Kempin by saying “he has the final sign-otf on all Microsoft licensing contracts with all 
hardware makers . . . and he is the Micn^sofl official around whom swirls most of the cuiient Microsoft vs DOJ fireworks"). 

8. Govemmeiil Exhibit i^365: Memorandum from Joachim Kempin lo Uill Gales, dated Dec. 16, 1997. United States v, Microsoft. 84 1'. 
Supp. 2d 9 (D.D.C. 1999) (Nos, CIV. A. 98-1232. 98-1233). Our liigh price could got a single OEM or a coalition to fund a 
competing effort. While tliis possibility exists I consider it doubtful even if they could get a product out that they can market it 
successfullv, leapfrog us and would not deviate them from their own standard. Ctruid they convince customers to change their 
computing platform is the real question. The existing investments in training, infra.slruclure and applications in windows computing 
arc huge and will create a lot of inertia. 

75. Id SUN and its coalition with Java, For the next 2-3 years the barriers are huge. . . In addition there is the compatibility' barrier, . . 
[Netscape] may come tVom the Inowser side, but I consider them too weak to succeed alone so they are only dangerous if thev 
team up with SLIN. Again compatibility and yet another plallbmi are the biggest inhibitors. 

76. /c/This could be an INTEL led and funded coalition — say with Compac] and Netscape. I am convinced they have been thinking 
about this for some time. They could buy SUN SOFT or start a skunk work project on their own. If they decide to sell the Operating 
System for SI and the Cl’U for $2(K) they will get the OEMs on their side. The customer inertia argument remains and that will 
prevent them lo build momentum easily. 

77. /c/Oiir reaction could be lo buy National semiconductor or AMD or both and own the CPEI and the SW business — while both slocks 
are taking a dive. We would sell S W at $100 and CPU at cost +1 . How sure are we of our paitnership and how fast could we react 
if needed? We could bring compatibility to another platform better than any'body else and we would have the money to fund the 
fabrication capacity. 

78. Report of Direct Testimony of Richard Sclimaleiisee, Jttpra note, at 47. 

79. In this regard, the fact that Microsoft has successfully prevented Intel from developing its NSP software as disclosed in the trial is a 
very imporLanL element of the overall case. Intel could noL over MicnisolVs objection, even bring a new piece of so ft ware lo market 
in a field That Microsoft did not dominate. The chances it eould brii^ a competing system to market are even smaller. See 
Microsoft. 84 F. Supp. 2d at 94-103. 

80. Report of Direct Testimony of Richard Schmalensee, at 127. 

81 . /t/ 

82. See LiEBOWiTZ & Margolis. LosEEts. at 165-1733. 

R.T !d at217-2.T 


18 



126 


were redoubling iheir efforls lo use Ihcir “other factor” leverage to drive Netscape from the markci.^'^ Competing 
on quality was not at all what Microsoft had in mind. Foreclosing the market was, Microsoft went to great lengths 
to bring that result about. 

The evidence at trial focuses on Microsoft’s battle lo prevent Nelscapc/Java from becoming a llircal lo the 
Microsoft monopoly tlirough insertion into the middle of the market altliough tlie eiddence Indicates tliat the 
abusive business model affected many markets over the course of at least a decade. The CEO of the company 
made it clear dial the browser was a competitive threat lo MicrosoA’s dominant position. 

A new competitor '‘born'' on the Internet is Netscape. Their browser is dominant, with 70% usage share. 

allowing them to determine which network extensions will catch on. They are pursuing a multi -platfomi 

strategv’, 'where tliey moi’e the key API into the chent to commoditize the miderlying operating system. 

As Microsofl saw ii, Nciscapc/JAVA could weaken its hold on ihc market because they were able lo inscrl 
themselves between the Windows operating sv'stcm and the applications that ran on top of it. They arc 
"middleware.” They offer independent software vendors (TSVs) the possibility of writing applications that can work 
■with many operating systems. They do this by making available to programmers the applications progranuning 
interfaces (APIs), When APIs are exposed, programmers can “call” diem lo develop new applicaiions. 

Because they hope lo be cornpaiiblc with numerous operating systems and hope lo support many applicaiions, 
these "middlcw'arc” programs make consumers indifferent to which operating system is used. This threatens to 
■weaken Microsoft's hold on the market. In its terms, it “commoditizes” its core product. Tf a competitor can create 
a stock of compatible applications, he can advertise that the new operating system can run all die existing programs, 
Lindemiining die economic leverage of Windows. IT the installed base of platforms and brow sers are out there, the 
Windows operating system could be bypassed. By capturing the browser market, Microsoft precluded that 
possibility'. The campaign against Netscape simultaneously extended the monopoly into the brow'ser market and 
defended the monopoly in the operating sj'stem market by preserving the barrier to entry', 

Microsoft’s first response lo the growth of the Inicnicl and the development of the browser as a threat lo its 
operating monopoly appears to have been to attempt to divide the market or gain a mutual non -aggression 
agreement, Thai is, it sought lo convince a coinpeliior to go in one direction, while il went in aiiolher. There are 
at least four examples in the evidence in which Microsoft sought to divide the market. Microsoft attacked Intel's 
conicmplalion of developing software applicaiions, denying consumers functionalities for years, Apple softw'arc 
efforts were also ihc object of Microsoft efforts lo divide markets. IBM was a pariicular target for Microsofl 
efforts to seal off its market, ^ ' 

If ihe market division proposal was lunied down. Microsofl threatened to go into ihe competitors’ line of 
business more vigorously, While the attack on Netscape was the central focus of the case, other instances also 
involved major players in ilic industry.^- Using ilic operating system as the core of ils market power.^^ Microsoft 
creels barriers lo entry, Il freezes oui competitors with incompaiibililics,'-^'* builds in fcaiurcs lo impede or disable 


84. Ssi; Microsoft, 84 F. Supp. 2d at 51 (quoting messages from James Allchin to Paul Maritz).! don’t understand hovv IE [Internet 
I ’.xplorerJ is g<'ing lo win. 'I'he carrenl path is simply lo copy even-lhiiig lhal Netscape does packaging and producL wise. . . . We are 
not leveraging Windows from a marketing perspective and we arc tryang to copy Netscape and make IE into a platform. We do not 
use our strengtli which is that we have an installed base ofWindows and we have a strong OEM shipinent channel for Windows. I 
am convinced vve have to use 'W'indows this is the one thing they don't have . . . We have to be competitive with features, but we 
need something more — Windows inlegralion. 

85. See id at 28-29. 

86. See generallv .IRVINTFF.R KDSTROM & M.ART.TN Kt.T.ER, BARBARIANS I.KD BY Bn.t. (r.Ams (1998); WKNUY (tOT.DMAK ItOT-TM, I'HF, 
MiCROsoiu Filu (1998); fL\ND.-\LL E. S'l'ROSS, Tiiii MiCROSOi-T Way (1997); John W'^yllacu & Ji.vi Erickson. II.'\iuj Drivc 
(1992). 

87. GovemmenI E.xliibil 420: Memorandum from Bill Gales, Tlie Inlemel Tidal Wave, diJled May 26. 1995, United Stales v. Microsofl. 
84 F. Supp. 2d 9 (D.D.C. 1999) (Nos. CIV. A. 98-1232, 98-1233) [hereinafter /nteww/ Tidal Wa\^el 

SS.MicwsoJi. 84 r. Supp. 2d al 30-31. 

89. W. at 34. 

90. /</ at 36. 

91. Id al28-43. 

92. Id. at 34-44. 

93. 1'.os ri<()V1 & I '.1. 1. 1 '.It. supra note 86, al 207. 

94. The World According toMicrosoft, PC W'K. Ol'IT.TN'R, June 8, 1998. 
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compciing programs, withdraws support for competitor programs, and locks customers in with conslani 
imitation of compciing products^”^ or promises to imitate them.^^ These practices make it difficult for competitors 
to design products that operate well as the operating sj'stem is manipulated and chimged.'-^^ There also have been 
charges of back room campaigns of intimidation abrogation of contracts,*^' patent infringement and 
prcdalorv pricing, in which the profits from the monopoly over the opcraiiiig system arc used to drive competitors 
out of other software lines, * 

As was its practice, when Microsoft's overture to divide the market with Netscape was rebuffed, it set out to 
market a browser of its own using its well-tested strategy of lying applications to its operating system product. 
There is no evidence that Microsoft's Internet browser was superior in any way to its compclilors. The preservation 
of its operating system monopoly was the driving force in Microsoft's entry into the browser market. This is tlie 
core of the ease against Microsoft. Being an innovative leader was not how this battle was to be won,^*-^*^ 
leverage and tying were the kcy.'^"^ including efforts to undermine the quality' of the competing product. ' 


95. ’l'lie practices span at least three generations of operating systems. It Iwgan with tlie “scare message" in Windows 3.1 to inalces l)R- 

DOS users "feel uncomfortable and whon he has bugs, suspect the problem is DR-DOS and then go out and buy MS-DOS or decide 
nol lo lake the risk, for the other machines he has lo buy for his ollico." Rorvi, supra nole 86. at 89. W'indows 95 and Windows 98 
have apparently disabled competitors' programs rather than %vara about possible incompatibilities. Sec James Gleick. Making 
Mioxtsoji Safe for 1996 A-NijirlS'I L. & ECON. Rev. 71. 81; Winiknvs 98 Disables Micrusufl Cumpetikirs' Sojh'iare, 

CNI'.'l', .Uily4. 19981, 

96. Rohm, ,st//jmnotc 86. at 69. 1Q\ Mine AU Mine, Time, June 5. 1995. 

97. See Willow- A. Slieremala. Hamers lo itmtA’alion: A Monopoly, Network l^lxlema^Hies. ujjdthe Speed oflnnavalirm. 42 Antitkust 
R lJT.t.. 9.^7, 941 , 964, 967 ( 1 997) [hereinafter Sheremata, Barriers to Innovation] 

98. The preaniiouncemeiiL issue received considerable allenlion during the firs! lederal action against Microsoft. liLLUt & EdjS'IROM, 
supm note 86, at 42-43) Wai.T-ACE 8i. HRTCtKRO'a, snpni note 63, at 240-48. 

99. Edsirom & Eller, supra note 86, at 1 17. Rohm, supra note 63, at 187 recounts the complaints about the desktop applications, 
(rleick, supra note 72, at 87 notes a similar phenomenon with respect to the Intemet 

100. Rohm, supra note 86, at 148, 237. 270. 

101. Tho lino botwoon imilalion and abrogation of conlriicls or patent infringement has never been very clear in Microsoft’s business 
model and lias resulted in repeated disputes including court cases involving Stac Electronics. ROHLl. supra note 86. at 147-151, as 
well as settlenieiils of similar claims including CPM. see John W.allaoe, Overlikive 41 (1997) and Rohm, supra nolo 86. at 41, 
and others such as pen-based systems, see KoiTM. supra note 86. at 93-101 . and hardware, see W.\r,r.ACT. &. liRTCKROvi. supra nole 
63, at 390. 

1 ()2.See Roi IM, supra nole 86. at 93-101 . 147-51; Alan Akin. Microsoft mdSI) (7wp/«c'.v; A Case Study in Suppressing hmovation and 
Competition, .Tuly 16, 1997 (jiosted on Boycott Microsoft available at http:,-'-'ww\v.vcnet.com.'bni'i''features/); Microsoft's strategy, 
also known as “embrace and extend.” is not new. Gales first mentioned it publicly inMim AH Mme, 'fiME. June 5. 1998. 

1 ().3.Wat,t.acf., supra note 1 01 , at 1 62-65. 

104. United States v, Microsoft Corp,. 84 F, Supp. 2d 9. 43 (D.D.C. 1999). 

1 05. United States v. Microsoft Corp,, 87 F. Supp. 2d 31), 52-57 (D.D.C. 2(X)0).MiciT)sr)ft: paid vast sums of money, and renounced many 
millions more in lost revenue every year, in order to induce firms to take actions that would help enliance Internet Explorer's share of 
browser usage at Navigator's e.xpense. ... In fad. Microsoft has expended wealth and Ibrcsworn opportunities lo realiite more in a 
manner and to an extent that can only represent a rational investment if its purpose v\’as to perpetuate the applications barrier to entry. 
Because Microsoft's business practices “would nol be considered profit maximizing except for Ihe expectalion tliat ... the entry of 
potential rivals'' into the market for Intel-compatible PC operating systems will be “bhxiked or delayed," Microsoft's campaign must 
be termed predatory. 

1 06. Id. at 1 60. First we need lo olTer a decent client (O'llare) that exploiLs Windows 95 shortcuLs. However, that alone won't get 
people to switch away from Netscape. We need to figure howto integrate Blackbird, and help liTOWsing into our Internet client. . . . 
Wc need to move all of our Internet value added from tho Plus pack into Windows 95 itself as soon as we possibly ean with a major 
goal to get OF.Ms shipping our browser preinstalled. 

107. /rf. . at 166. If you agree that Windows is a huge asset, then it follows quickly thafw'o are not investing sufficiently in finding ways to 
tie IE tmd Windows together. . . most iinporlanlly il must be killer on OEM shipments so lhat Netscape never gels a chance on these 
systems.tf 

108. /c/al 160, Microsoft's executives believed that the incentives that its conlxaclual restrictions placed on OEMs would nol be sufiicieiil 
in themselves to reverse the direction of Navigator's usage share. Microsoft set out to bind Internet lixplorer more tightly to 
Windows 95 as a lecluiical mailer. The intent was lo make il more diUIcuIl ibr anyone, including syslems administrators and users. 
U) remove Internet Explorer from Windows 95 and to simultaneously complicate the exjrerience of using Navigator with Windows 
95. As Brad Chase, "Vice President for developers and windows marketing, wrote to his superiors near the end of 1995, "We will 
bind the shell lo the Internet Explorer, so that running any other browser is a jolting experience.” 

hi at 160. 
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Tnlcgralion was a business slralcgy^^^ Lo foreclose a compclilor, including a delay in ihe release of Windows 98 
until Internet Explorer 4.0 was ready to be included with that product, even though it hurt Microsoft’s most 
important customers, the OEMs. ^ 

The trial fully documented a campaign to cut off a potential competitor’s air supply by making it difficult to 
sell, find, or use his products, by shutting dowm distribution chamiels. denying adi’ertising and promotion chamiels, 
undcmiining its fLinclionalily, denying it resources and causing it lo expend resources. Microsoft carried out its war 
against this and other middleware threats by attempting lo ensure that no PC induslr)- participants would in any way 
support or assist Nctscapc/JA VA, * ^ ^ 

At the heart of Microsoft’s anti -competitive practices are four categories of abuses. First, Microsoft took steps 
to prevent competitors from getting the same access to users of computers or services who had entered into an 
agTeement widi Microsoft. If OEMs, ISPs, or ICPs were inclined to install otlier browsers, Microsoft sought to 
ensure that no broivser would hai'e equal placement. ^ Second, it sought to foreclose distribution chamiels to other 
browsers allogcihcr. Contracting parlies were required lo ship IE, and dissuaded from shipping competing 
browsers. ^ Third, it took actions which were intended to ensure IE’s quality was superior to browsers operating 
on Windows machines. Contracts required use of software that gave Microsoft a superior presentation, while the 
underlying software also disabled competitors.'^'^ Finally, there were conditions to pre\'ent competitors from 
gamering resources. ' 

The quality analysis presented by Miaosofl defenders is undercut by the trial evidence. It shows that 
Microsoft may have "won” the trade press reviews not so much because it built a better mouse trap but because it 
impaired tlie ability of its competitors lo build one. At e.xaclly llie lime that the trade press reviews of 
Microsoft’s browser were calcliing die reviews of Netscape’s browser, Microsoft had launched a campaign to 
undemiine tlie quality of its competition. Not only did Microsoft manipulate tlie operating system to give its product 
an adi-antage. it denied or slowed access to its op^aling system to prevent Netscape from impro^•ing and delii’ering 
its product."’^ 

In addition, the court makes the point that under the weight of the anti-competitive onslaught, Microsoft’s 
competitors w-ere forced to give up. Squeezed out of the market and drained of resources, they could no longer 
afford to devote resources to tlie product. ’ 


109./a! al 167. 

1 lO./c/.Maril/ recogni/ed itial Lhe delay would disapjioinl ()l'!Ms. l-irsl. while (>l'!Ms were eager Lo sell new hardware Lechnologies lo 
Windows users, they could not do this until Microsoft released Windows 98. vvliich included software support for the new 
LechnoU)gies. Second, Ol'.Ms wanted Windows 98 lo be released in lime lo drive sales of FC systems during lhe hack-Lo-school and 
holiday selling seasons. Nevertheless, Marit?. agreed with Allchin’s point that synchronizing the release of Windows 98 with Internet 
Explorer was “the only thing that makes sense even if OEMs sufler." 

111. /c.y at58-85. 

112. /d: at 59-67. 

11.yW at 67-69. 

114.Mat 49-53. 

\\5M at 51. 

116./rf. at 111-12. 

1 17./cj! at 33-34.Althi.High Netscape declined the special relationship with Microsoft, ils exoeulivos continued over Lhe weeks following 
Lhe .lune 21 meeting lo plead for the RNA API. Despite Netscape’s jieTsistence, Microsoft did not release the API lo Netscape until 
late October, i.e., as Allard liad wanted, more than tlirce months later. The delay in turn forced Netscape to postpone the release of 
ils Windows 95 browser until substantially after Ihe re1ea.se of Windows 95 (and Internet Explorer) in August 1 995. As a result, 
Netscape was excluded from most of the holiday selling season. 

Microsoft similarly wltliJicld a scripting tool that Netscape needed to make its brovvser compatible vvith certain dial-up ISPs. 
Microsoft had licensed the tool freely^ to ISPs that wanted it. and in fact had coo|)erated with Netscape in drafting a license 
agreement that, by mid-July 1996, needed only' to be signed by an authorized Microsoft executive to go into effect. There the 
process hailed, however. In mid-August, a Microsoft representative informed Net.scape that senior executives ul Microsoft had 
decided to link the grant of the license to the resolution of all open issues between the companies. Netscape never received a 
license lo Ihe scripting tool, and as a result, was unable lo do business with certain ISPs fora time. 

1 1 8./ty. at 103-04. Not only did Microsoft prevent Navigator from undermining the applications barrier to entiy, it inflicted considerable 
harm on Netscape’s business in Ihe process. By eDsining that the lirms comprising the channels llial lead most officionlly to browser 
usage distributed and promoted Internet Explorer to the vHrlual exclu.si(m of Navigator, Microsoft relegated Netscape to more costly 
and less effective methods of distributing and promoting its browsing software. After Microsoft started licensing Internet Explorer at 
no charge, not only Lo OEMs and c<insuniers, but also lo lAPs, ISVs, ICPs, and even Apple, Netscape was forced lo follow suit. 
Despite the fact that it did not charge tor Internet Explorer, Microsoft could still defray the massive costs it was undertaking to 
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It is impossible to argue that quality won the day in the browser market. There is no way to know ivliat would 
have happened in a marketplace where lair competition was taking place, although MicrosolVs executives clearly 
believed that if tliey did not leverage their market power in the operating system, they would lose tlic browser 


D. Business Case Evidence Before the Court on Monopoly Power and the Benefits of Competition 

The second pricing memorandum also provides insight into nature of monopoly rents being collected and the 
powerful effect that breaking a monopoly can have (see Exhibit TV-5).12^ The memorandum claims that Intel's 
CPU price increased over tlie 1990-1996 period. On a percentage basis, it did not increase as much as Microsoft's, 
but the increases were substantial, just over 100%. If competition were to break out. prices would tumble for botli 
CPU and OS... 

Microsoft contemplates competition breaking out in one of two ways. Intel could bolt OS onto its CPU. 
squeezing out the rents from OS, but preserving its rents on CPU. Since Intel’s costs were put in the $170 to $180 
range, tlie implicit cost of a start-up opo'ating system is in the range of $20 to $30. This is quite consistent witli our 
conclusion lhai the cost of Microsoft’s ongoing operating system is in the range of $15 to $25, If Intel were to lake 
ihis slraicgy , it would squeeze out Microsoft’s rents and lower the price of CPU+OS by $70 to $ 1 00, 

Alternatively. Microsoft could bundle CPU with its OS. squeezing out CPU rents, but protecting its OS rents. 
Assuming the startup costs about $70 to $75. as previously estimated by Microsoft, it could bring the bimdle to 
market at $170, This strategy would lower the cost of CPU + OS by $100 to $125. 

Competition is “ugly” to Microsoft, but if full component competition were to break out across both the 
products, consumers would achieve savings of almost $200. The resulting squeeze would push the profits of both 
companies down to reasonable levels. Implicitly, in this analysis, Microsoft's margins are about twice as large as 
Intel’s. If these rents were sqneezed out. each of the firms would see its profit margins redneed to just slightly over 
the average for the rest of the computer industry. 

E. Indirect Consumer Harm 

There arc a scries of additional imcrrclaicd clTccis of the Microsoft monopoly that must be considered in 
assessing the harm it imposes on the public — severe negative effects on innovation in the industry and indirect costs 
imposed on consumers, 

Stifling Innovation by Chilling Investment in Products That Might Compete with Microsoft’s Core 
Products: The court noted that tlie repeated pattern of anti-competitive actions has a chilling effect on the 
companies that would enter the Intel-based PC market. 

Delaying and Preventing the Development of Products; The court noted at least six instances in which 
Microsoft sought to delay the development of competing products. It noted several instances in w^hich it delayed the 
delivery of its own products to accomplish an anti-competitive outcome. 

Denying Consumers Alternatives That Would Better Suit Their Needs: Microsoft imposed slrici 
discipline on companies shipping Windows to prevent them from altering the configuration of Window's and related 
icons. The court was struck by the extent to which Microsoft was willing to incoirt'enieiice consumers to preserv^e 
its hold on tlie market and die iiiconveiiiaice created by Microsoft’s steadfast control of the boot screen. The court 
look special note of the fact that the OEMs were the ones who actually dealt with the public and they perceived a 
siguiricaiil problem in Microsoft’s refusal to allow niodificalion of the bool screen. The costs they perceived were 
substantial. 

Denying or Delaying the Introduction of Non-Microsoft Products : By denying or delaying the introduction 
of non-Microsoft products, Microsoft restricts consumer choice. These tactics w-ere not restricted to the browser. 
There was a broad range of products that Microsoft slowed or prevented from gelling to market. 


ma.vimizc usage share vvilh ihe vast proiils earned licensing Windows. Because Netscape did not have that luxury', it could ill allbrd 
the dramatic drop in revenues from Navigator, much less to pay'’ for the inefficient mode.s of distribution to which Microsoft had 
consigned it. The lliiiincial constraints also deterred Netscape Irom undertaking technical innovations that it might olliorvviso have 
implemented in Navigator. Microsoft was not altogether surprised, then, when it learned in November 1998 that Netscape had 
surrendered itself to acquisition by anotlier company. 

1l9..S't'f If/. aL51. 

MO. fd 
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Forcing Consumers to Buy Non-Microsoft Products in Inconvenient Ways: By foreclosing tlie primaiy- 
channels of dislribulion with exclusive conlracls and other deals, Microsoft forces consumers of non -Microsoft 
products to acquire them in time-consuming and inconvenient ways. 

Undermining Compatibility; There were also several instances in which Microsoft undermined the ability of 
software applications or middleware to fimction properly with the operating sy'stein. 

Impairing the Functionality of Micrasoft Products to Defend Its Own Monopoly: Microsoft was quite 
willing to Lindennine the quality of its own and of competing products to preserve its market dominance. 

Forced Upgrades and Additional Support Costs; With no competition, Microsoft upgrades, which arc sold 
to the public, become extremely high margin products. Microsoft is able to sell excessive functionality.'^^ 
Consumers pay for more functionalities bundled into packages of software than they should and they are forced to 
buy bigger machines. Because Microsoft does not face competition, it is does not face pressures to provide high 
quality products and the public is forced to purchase sy'stems that are much buggier than they should be. 

Microsoft drives a rapid product cyclc^^"^ with inefficient software llial requires bloated hardware. 
Furgeson sums up linking the lack of innovation with the distortion of the competitive process to consumer 
harm.l-^ 


121. Steve Loht. Where Miavsofl Wants io Go Today. N.Y. TIMES, June 5, 1998. at D-l (‘"David Reardeiman, an analyst at Nationsbanc 
Montgomery Sccuritios. estimates tliat operating system revenues in 1997 were $4.6 billion and produced gross profit margins of 90 
percent,”); wc also Denise Nimbly. Microsc^ Has TakertAd'iwtage of Isnorance to Reshape the World. N.Y. TIMES, Dec. 1, 

1997. at D-4 (“In contrast to product-development cycles in old-style manutacturing businesses, like automaking, extensive clianges 
Lo an opera.ling system — and the subsequent upgrades they force Ibroughoul (he chain — retiuire no cosily retooling of assembly lines 
and no new raw materials. The main cost is human capital — some months of programmers' time,"), 

122.iVt; Caruso, supra note 121. And Micwsrdl has taken biiUiant advantage of that igntirance. Many people, for emnple, do not 
understand how Miciosoft's busiivess works or Imw it has come to dominate the sriftware industiy. The key to Miemsoft's success 
is its strategy of linking its Windows operating systems — the foundation of a PC's operations — lo its productivity applications, lo the 
Internet, to its consumer pmducts, to its pmgramining tools and to hardware inaiiutactures in a tight, interdependent chain Whenever 
it makes a significant modification to Windows as it did in the step from Windows 3. 1 to Windows 95. for example everything in 
the chain has to change, too. . . .Customers are caught in the com|>etitive spiral, being constantly pressured to upgrade “obsolete” 
software though the definition of obsolescence is debatoble. 

123. CTlcick, supra note 95, at 83 .Anecdotally, it is clear that millions of high-end users have bought the upgrade but that millions of 
corporate customer have chosen to delay the inevitable heartache, pailicularly when most existing hardware lacks the speed and 
memory to nm it well. It does not matter. In the long run virtually every- desktop computer will run Windows 95 and its successors. 
New computers shipping now have Windows 95 preinstalled by default. Applications developers have either slopped developing for 
DOS and Windows 3.1 or soon will. 

124. Flil<.CUSON. at 309-10. Microsoft also uses another technique, the forced upgrade cycling of its installed base, which increases its 
revenues but inijwses huge costs on consiuners l-w forcing them to replace their haidwaie moie frequently than necessaiy. Clearly, 
the rapid progress of computer hardware technology helps ease the pain of the liigh mte of obsolescence Microsoil creates, but there 
is considerable pain nonetheless. The pace of n}xlates and sheer numl>er of new teatuies results in the often bug-ndden bloatware 
that consumers and businesses are forced into accepting. With each nevv round of updates, Microsoft generally discontinues or at 
least deeinpliasizes sales and support for older versions. . . . Ilie intrcKluction of Ireickward incompatible new features, even if each 
feature is used by only a small percentage of users, will quickly result in a high fraction of new documents being unreadable by older 
versions of the application. The whole user base is therefore forced into a kind of perpetual motion machine of rapid version 
updating. . . .This forced version cycle imposes eiiomious costs on users tliat are probably beginning to approacli, or even exceed, the 
size of the benefits discussed carlicr.First. users iiiusr buy new hardware more frequently. Even larger, however, arc the increased 
insUillalion. service and maintenance costs imp«.>sed by this regime. 

125. /ci at 310. Since there is rapid technological progress in semiconductors, plus genuine competition in the hardware sector. PC costs 
have been Hal lo falling. Recently, direct and Internet retailing have further reduced manufacturing imd distribution costs lo 
extraordinarily low levels. As a result Microsoft ha.s been able to pursue its strategy without causing unacceptable increases in 
hardware prices. Nonetheless, even $599 PCs are probably SlOO more expansive than they would be if Microsoft wrote products 
more carefully and without artificial feature iiicrea5BS. More important, people would not need to replace their computers as 
frequently or spend as much money servicing them. These costs affect everyone, but they probably affect poor people and the 
developing world more than the average business user. 

126. Id Furtlicrniorc, loo much Microsoft software is just bad With some justice, Microsoft can argue (hat it faces unique 
challenges a huge number of users inniiing a very' large number of slightly' different hardware platfonns in an industiy with an 
unusually high rate of technical change. But Cisco routers have most of those characteristics, and they work much better. It is also 
noteworthy how often freeware outperforms Microsoft's commercial producLs. . . .Microsoft's position as the monopolist purveyor of 
mediocre software is another source of large, and imncccssary, social costs. Training and recovery- from software errors and crashes 
are. along with rapid version cycling, major contributors to service costs. . . . Consen’ati-t’e estimates are that the cost 
of mamlaining a desktop is several limes higher than the cost of purchasing il. Cleaner, simpler, bcUer -designed 
soflvvarc could reduce these overhead cosls, Ihcrcby freeing large numbers of icchnologisls to do useful work. The 
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Precise estimates of indirect costs such as these are always difficult to make. Ferguson’s discussion suggests 
lliai hundreds of billions of dollars of consumer savings would result from a resioralion of compelilive processes in 
llic industry . 


generally accepted rule of thumb is that corporations spend three to five limes their hardware costs on service. 
New hardware and software products must be installed, debugged and then serviced; employees must be laughi 
how to use them. These costs increase greatly with the novelty and heterogeneity of systems in use; hence the 
more upgrade cycling, tlie higher these costs. Finally, there is Microsoft’s effect upon potential and actual 
innovation. It is abmidantly clear dial any new entrant who creates a large market or a direat to Microsoft’s 
monopoly plaifomi position will be tlic objccl of a brulally effective, often predatory rclalialion in which 
Microsoft will use every unfair advantage it possesses 
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Excerpt from 

The 21** Century Video Market Which Past is Prologue, Consumer-Friendly Digital 
Disintermediation or Cable Dominated Vertical Integration? 

(McGannoii Center for Communications Research, Fordham University, 2010) 

A. Digital DisTRinuTioN 

Wall Street analysts who have been examining the growing competition between Internet video and 
traditional \ideo distribution' ” ' frequently begin by discussing tlie impact of digital distribution on tlie music labels 
and the determination of iddeo content producers to avoid that fate. ' ^ Or as Comcast puts it. outside its 
Application, they need to make "‘sure Uial \vc gel ahead of ihe sleanuoller dial is the Tnlcmci,"'^' The lime frame 
in which this steamroller is projccicd lo arrive is rclalivclv short and the cvienl of the potential compciilion is 
perv'asive/’' The music labels have suffered a major reduction in the revenues and margins as a result of digital 
distribution and tlie concern of the Wall Street analysts is the ability of the ^ddeo content producers to maintain tlieir 
rale of profit. Tliis paramount Wall Street concern is only part of a proper economic analysis. Rather, the following 
key elements (w'hich are given short shrift in these analyses) must also be considered: 

• Consumer Welfare: In the Wall Street analyses, the question of how consumers have fared is at 
best given cursory irealmeni. Wliile the convenience of digital distribution is frequently noted, the 
direct impact on the consumer pockclbook, consumer surplus in economic terms, receives little 
attention. 

• Super-Profit Protectionism: The possibility that the profit margins the music labels were try ing 
lo defend with their war against digital disiribuiioii were excessive never enters the analysis, 

• Efficiency Gains to Industry: The efficiency gains in the industry' also do not receive the 
attention they desen-e. 

Since it is the job of Wall Street analysts to advise investors about the prospect for (preferably supra- 
normal) profits, tliese blind spots in their analysis are understandable, but policy makers must have a broader and 
more complete view, The consumer and public interest impact of iccluiological change, market strucuirc, and 
altcmativc business models must be taken into account by policy makers. The investor view must be balanced 
against the consumer view' to ensure a market structure that is efficient, stable and equitable, 

1. Avoiding the Nightmare on Elm Street 


The juxtaposition of the music and video industry approaches to digital distribution provides the launching 
point for one recent study entitled Internet Video: Field of Dreams or Nightmare on Elm Street? Needless to say, the 


Piper Jaftray, Internet I'tdeo: ideld of Dmatin. or Nightmare on Eim Street?, November. 2009, p. 5. 

' Foi' example, the opening section of the Piper .Taflray analysis is entitled “Music v. Video: WTiy Tliese Markets ate Traveling Down Ditfeient 
Patlis." Similarly, the Title page of Bernstein’s IVeb Video: Friend or Foe. and to Whom (Octe^or 7. 2009). starts witli an obsor\'ation about 
the ditfeience between music and video and links that ditterence to die proactive behavior of Comcast. .See m/.sy/ Tim , Arango, “Cable TV’s 
Big Worry: Tfuiiing Ihe Weh." Ax?w York Times, June 23, 2009 ('What is al slake is pertiaps llte Iasi remaining pillar of ihe old media 
business tltat has not been severely affected by the Internet: cable telexHsion. .A ware of how print, music and broadcast television have 
siillered severe hiisiness erosion, die chiel'e.xeciilives of Ihe major media conglomerales... have made prolecling cable T\' from the ravages 
of the Internet jierhaps their top prioiity.”) (“.Arango, Taming the Web”) 

The .Applicalion claims “[cJurrenLly. online video conlenl does not compete directly with MVPD .service.... Indeed, online video dislribiilion is 
presently incremental and coniplenientaiy to Comcast’s cable business” (al 99). Yet earliei' in the -Application, online video is referenced as 
an altemale choice for consumers (al 4). Comcast's recent SEC lO-K, tiled alter the .Application, lists “online services that Intemel video 
streaming, downloading and dislribiilion” as a competitor. 5ec Comcast Corp., SEC 10-K. p. 6. Feb. 23. 2010. Similar revelations were 
offered in a previous SEC tiling: Cirmcasi Corjr. SEC 8-K. p. 16, Dec. 22, 2009. XRC is no diffei ent, telling the Commission in 2009 that 
■‘The Inlonicl as a dislribulor ofhiglt -quality video programming has reached Ihc tipping poinl ” Reply CYnnmenls ofNBC fiiiversal, Ine In 
the .VI alter of Annual Assessment of the Status of Competition in the Market for the Delivery of Video Frogramming. MB Docket No. 07-269, 
p. 2 (.Aug. 28, 2009). 

JetT Baumgartner, ''Comcast Nears 'TV Everv'whcrc' Launch," Light Reading, Sept. 9. 2009. 

LBS Investment Research, Can Pay TVBenejil from Online Video?, p. 9. NBC recently stated that “[t]he Internet as a distributor of high- 
quality video programming has reached the lipping point" Reply Comments of NBC Universal. In the Matter of Annual Assessment of the 
Slalus ofCompeliHon in Markets for the Delivery of Video Programming, MB Docket No. 07-269, -Aug. 28, 2009. 
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music sector is seen as the nightmare on Elm Street. The music industry fate is depicted as follows.'^"' faced widi a 
consumer rebellion, the music labels tried to lock down content and slow alternative distribution. Finally realizing 
that they needed a digital distribution model, they ended up the eaptives of a high tech eompany (Apple), whose 
primar}^ interest was in selling hardware and other peripherals. Pricing content to promote penetration, a strateg}^ 
■well knowTi and effective in the Internet space, meant usage charges were kept low and the margins for die record 
labels were squeezed. An industry that was focused on high margins driven by the ■■\^alue” of the product had 
difficulty viewing the world through a low margin, penetration-promoting lens. 

The analysts' buzzwords for what must be avoided by the incumbents in the video industr}- stmeture are 
arbitrage, cannibalization, and disintermediation.' As used in this context, each of die terais indicates a shifting in 
the flow of commerce tlirough a distribution chaimcl that yields high profits to the incumbent to a channel that yields 
a loiver rate of profit, or the removal of the flow of commerce from the incumbent's channel entirely. Each of the 
players who have leverage in the current supply chain is at risk of ha\dng their control over distribution diminished. 
This is particularly true for the two sectors involved in the Comcast -NBC Universal merger, video content 
production and multichannel video distribution. For the content owners, the risk is “leakage" of their content into 
channels that command lower revenues. For distributors, it is the potential loss of subscribers, who “cut the cord," 
reduce their payments for premium content, or resist price increases because they have alternative distributors 
available to them.’’^'' 

Anolha modvaling factor in reacting to the potential for digital disiribulion is the polcntial for piracy of 
content. Wall Street analysis arc divided on the question of piracy. Some sec avoiding piracy of conlcnl as a 
primary- motivator for developing business models that allow consumers convenient access to content. Others 
diink the piracy concern is overblown,’^'' 

When Wall Street analysts are contemplating the array of concerns for the participants in the video product 
space, they see diversity' among the players in the traditional MVPD product space, content firms w-hose interests are 
defined by primarily ad-supported (o'^-er-tlie-air) networks versus content firms whose interests are primarily defined 
by fee supported (cable) networks, incumbciu cable operators versus new entrants, and cable MSO/broadband 
TSPs versus content companies, as well as several other sets of players who have little role in ihc traditional 


Piper Jaffi'ay, inierntl fideo, p. 4. u/w kxtiiald Orover. Tom Lowiy mid Cliff lidwaids. ‘‘Revenge of the Cable 
March 1 1, 2010 (“.Teff Rewkes and Riian Robeits, the CEOs olTime Warner and Comc£LSt...UX)k a lesson from tlie music labels, which 
looked up one tlay lo find ihal Steve Jobs and .Apple had lakai eonlix'l of (heir invciilor\’.’‘) ("Gaiver, Rovciigo"). 

Renistein, Wah TV, p. 15. URS Investment Research, ('an Pay 71'. p. .1. 10. Dawn C. Clmiielevvski and Meg .Tames, “TIulu's lug ot'warwith 
TV." Los. Angeles Times, May 11, 200!) ("We have lo be mindful of Ihefael lhal we have a good business llial works for nil llie players." said 
.Andrew Holler, domestic distribution president for fiimer Broadcasting. "We have to find \vay« to advance the business rather than 
cimnibali/e il.") ("Chmielewski, lug of war'’); Deborah Yao. “C!able companies want a way lo win with online 1\\" Associated Press, Feb. 
24. 2009 (■‘'llicrc's pressure on all of us." [JeffUaspin, President of NBC’s Universal Television <iroup| said, referring to TV networks, "\Vc 
get paid quite a bit of money from cable operators. . It's important we find waw to do business that protects that business model.”) 

UBS, Investment Research. Can Pay TV 15, .Arango, Taming the Web (“Unlike broadcast television, which relics solely on advertising, 
cable iietwoi'ks have anolhei' revenue stream: fees paid by cable operators... “'lliat stieain is so impoitantto eveiy enteitaiiiinent company 
that everybody is looking at ihai and saying, il'ive are not careful we could start lo harm dial model.” Mr. Riirke [President ol' Comcast 
Cable] said.) 

UBS Investment Research, Can Pay TV. p. 4. C)iiiiielewski,tugofwar ("Tlie a|)])etite tor full-length T\' shows online was largei than anyone 
Ihouglil or expected." said Bobby Tulsiani. Forreslcr Research media analyst. ".And now people arc starling lo wonder, do we even need the 
cable connections?") Deborah Yao, ’‘Cable Companies See Customers Cutting Back: ‘TTie neginning Of Coid Cutting.' ” .Associated Press, 
Feb. 8. 2009. (Time Warner Cable CED Glenn Brill slated in 2009 “We are slatting lo see the beginnmg of cord culling.") 

Piper Jaftray, Internet Video, p. 12. Chmiclewski, tug of war (“Hulu was launched in .March 2008 as a way ofkccpmg 'I'V programming safely 
in die lifuids of its creators and dislribulors. .And by making il tree, il could shori-circuLl piracy. ■') 

Bomstcin, UTb IV, p. 12. 

Bemslein, IVeb TV pp. 9-10. .Arango. Tmning the Web ("Unlike broadcast lelevisiou, which relies solely on advertismg. cable networks have 
anotlier revenue siream: fees paid by cable operators”). 

139 

UBS Invoslmenl Research. Can Pay Tl'. p. 15. Geoigo SzalaL "Opinion: Onlin e ATdeo’s Impact Remains L nclcar." Aa'IVeek. July 3. 2009 
(“'This is a way to stem concern about cable iiifraslriielure being bypassed bylree online viewing,' Collins Stewart analyst Thomas Eagan 
says.'’) Gi ovei', Revenge (“Tlie new attack from Silicon Valley wa.s tlie most serioas yet. because it threatened to permanently cut the coaxial 
comiccting die cable companies and iheir subscribers. "Wo wake up every day and Ihere is some new eompetilor out there — a Roku or a 
Boxcc," says .VIcliuda Witmer, Time Warner Cable’s progr amming chief”). Daniel Rodi. “Nctflix Evcry'vvhcre: Sorry Cable. You're 
History,” Wired, Sept. 21, 2009 ("Our goal is lohave everyone cancel their cable subscription.' Roku's W’ood says.") 

‘ L BS Investment Research. Can Pay I V. p. 28. .Arango, Taming (“Last month, Comcast agreed to pay Disney a moiitlily fee to offer its 

Inteniet subsci ihers ESPN .360, die sports network’s online channel. One analyst, Richard Oi eenfield of Pali Researeh, has called diat deal “a 
watershed event for content owners in a broadband world, albeit that event occutrod with little to no fanfare."). See also Comments of tlie 
■American Cable .Association, In the Matter of /I National Hrrxjdhand Plan for (?ur l•'u^u^e, (IN Docket No. 09-51, pp. 5-6 (June 8, 201)9). 
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M VPD market. ' The different attitudes toward Internet TV among the various players and tlie likely longer-temi 
strategies is evident in the availability of content online - 

Complete episodes of about 90% of prime-time network television shows and roughly 20% of 
cable shows are now ai’ailable online... The online selection of live sports games is spotty as well. 

This season for example, the National Football League w'ill make Sunday night games available 
live on the Net. but those amount to only 7% of all regular-season NFL match-ups. Cable and 
broadcast news sliovvs typically aren’t streamed live on the Internet, unless there’s breaking news 
even like Hturieane Katrina.’ ’" 

Eaeh of the panics is likely to leverage its stralegie assets to defend its current share of revenues and rents 
in video distribution, as well as try- to capture part of the efficiency' gams flowing from digital distribution. 
Accordingly, tlie compromise is to replicate the traditional relations in the new product space. Note the distinction 
between broadcasters, who are more likely to make content available than cable, with the exception of spons and 
news content, which arc marquee must-have categories that provide leverage to attract audiences. 

The potential efficiency gains from digital distribution deserv^e attention because a new technological 
approach to distribution has a powerful effect on a business in which distribution has been a substantial part of the 
cost. There are supply-side and demand-side gains.’'’'^ Advertising can become more efficient.’” Physical costs iue 
reduced as redundancy of devices*'’’ is eliminated and economics of scale and scope combine with tcclmological 
progress to dramatically lower costs. 

2. Organizing to Prevent Disintermediation 


The plight of tire music labels plays another ironic role in the Wall Street analysts that highlight one of the 
key aspects of antitrust analysis. Music labels certainly had an economic interest in preventing the disintermediation 
that eroded their rents. They reacted slowly and lacked the market power to prevent it, In the video business, 
content owners and cable operators arc reacting more quickly. Content producers can leverage their libraries and 
“must, have” content in a sector that is highly concentrated.’^" a situation that is not unlike the one that existed in the 
music sector in the late 1 990s. Ho^vever. the real difference is in the market power of tlie cable operators, who are 
also die dominanl broadband Inleniei access providers. This is the fuiidamenLal dilTereiice between die music and 
video industries, The owners of the dominant disiribuliou network have a direct interest in preventing the 
disintermediation, and have powerful tools to prevent it. 

Indeed, one analyst argues that cable’s market power is so much greater in tlie broadband Internet access 
business that it should abandon the traditional cable video business altogether and leverage its market power over 
broadband to the maximum extent possible.’’’® It can shed all of the costs of video service, but preserve its share of 
die rents of video distribution by increasing the price of broadband access semce. Tliis economic analysis can be 
summarized as follows: 


Most notably tlic technology' sector and device vendors, where massive amounts of storage open up prospects for a new form of distribution of 
content. UPS Investment Reseaich, Can Pay Tl’, ]i. 10; Piper Jaflray. Internet TI-' p. 24. 

‘'’Nick. Wingfield, ‘Turn (Dn, Tune Out, Click Here." Wall Street Journal, October 3, 2008. 

Various efficiency gains are mentioned primarily froin the point of view of increasing profit. Piper .Tatliay, Inle/'nei I’ideo, p. 1 2, identities 
Iwo classical opporUinilles - expiurding supply in the loi^-lail and increasing demand (hrou^ grealer convenience. 

I :BS Investment Research, Can Par I V Henellt from Online Video?, p. 10. Seee.g. Mike Shields, '‘M'l'VN, Qimntcast to Laser- rarc!,et Web 
Video .Ads. “ Feh. 16. 2010. 

‘ Benistein, IVeb 'I V. p. 17. Declining technology costs run the gamut from bandwidlli and multicasting to cacliing and routers, optical systems 
and storage. 

See e.g. Saul Hanscll. “ The Cost of Downloailing .All Tliost: Videos,” N'ch’ YorkTimes Bits Blog, .April 20, 2009. (“The Ciomcasl 
jiresentation said that the ett'ect of this is tliat Docsis 3 will reduce tire cost oftheC.M.T.S. haidwaie. which liad been about S20 pei' home 
passed, by 70 percent, for customers at eumail speeds. .And it will allow 100-Mbps service at a lower hardware cost lliaii lire company had 
been paying for its then current 6-Mbps service.") 

Piper Jaffray. Internet Video, p. 10, 31. Benislein, Web TV, p. 12. See also Jason Kilar. “Doing Hard Thmgs.” Hulu Blog, Feb. 18. 2009; Jim 
O'Neill, “Hillcrcst confirms Hulu blocking Kyle Web 'fV browser from its online video content.'’ N'/t»rcc Online Video, March 22, 2010. 

Benistein, Web TV. p. 14. .IP Moi'gan .Analyst, Jonathan Chaplin, “Tlie broadband marka is aduojioly” 

“Providers Face Slowing Growlli For Bioitdbsnii." Jnvestor's Business Daily, Feb. 20, 2008, 

Benistein, p. 15 See also Saul llansell, " Ihe Problem With Cable Is Television,” New York Times, May 1 , 2009. 
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Thinlc of a Comcast tliat no longer allocates billions to manufacture set-top boxes. Bernstein 
Research look iliis Ihoughl a step further and actually crunched numbers. Turns out a duinb-pipe 
Comcast would do just fine competing only in broadband. 

That is because tlie real advantage of cable isn't video, where in each market it competes against 
two satellite broadcasters and often a telco. It is broadband, where in some markets it has a 
monopoly and in olhers a iclco compclilor. The price a cablcr could charge for "raw comicciiviiy" 
in such a duopoly is detennined by ihc operator with the higher costs. And in ihis case, it’s the 
telco, Bernstein Research puts the "telco minimum" at $85 per month, which compares with 
Comcast’s projected 2013 average revenue per user, or ARPU of $133 per month. 

Matching the telco minimum in a dump-pipe scenario would lower Comcast's Arpu by 36%. This, 
in turn, would boost subscription counts by a conser\’^atively estimated 20%. Costs would drop 
faster than re^’enue. however, widening margins and reducing the EBITDA [Earnings before 
Inlcrcsi, Tax, Depreciation and Amoriization| falloff caused by the abandonment of video. 

Meanw'hile. once out of the set-top-box and video-on-demand business, Comcast could cut the 
$5.2 billion it budgeted for capital expenditures in 2008 b>' at least half "Given tlie reduced capital 
spending." Bernstein Research concludes, “free cash flow -- the ultimate litmus test of value 
crcaiion -- would soar. By our esiimalcs, free cash flow would rise by 30% in a dumb pipe 
scenario, 

The key to the astronomical rate of profit is the market power of tlie cable operators, who face little 
compeiiiion, The $85 per monlh '■'‘dumb pipe-only” price for broadband is subslanlially more ilian Comcasl charges 
Tor broadband today and Ihe increase is twice what it charges for scl-lop bo.xcs. The increase in the cable margins 
means tliat cable operators would capture all of the efficiency gains from the digital disinteraiediation (if tlie costs 
that cable shed are not incurred and recovered by the sellers of video products) or the cost to the consumer would 
rise subslanlially (if those costs arc recovered from the consiuncr).^^^ 

This Wall Street analysis does not expect the cable operators to actually go down this path. For one, it is 
too radical.^ and involves an exercise of market power that would attract a great deal of attention.^” How^ever. tlie 
analysts do expect cable operators to leverage iheir market power in other ways. Cable operators are e.xpecled to 
slay in both businesses, but capture a significant part of ihc efficiency gains iLai make larger rents available by 
increasing prices for Internet access and reducing the opportunity for Internet TV to undermine traditional MVPD 
market power, with tools such as 

♦usage based priciiig^^^ 

♦tying traditional video to Internet videoj^' 


Richard Morgan, Why Hiilii Mailers,"’ The Dejl Magazine, December 1 1, 2009. 

Clomcast’s lalcsi rate card for the Wa.shington DC area reveals iion-promoiional monthly rates for standard level sendees as follows - a double 
playbuiidle at S128,35 per month, stand alone cable rate S56.95 per momli and higli speed internet at S59.95. If Comcast’s dumb pipe 
broadband service is priced at S85 pcrmondi. then even if the sd lop boxcosls disappear {or arc Iransferrcd direclly to consmiiers). it is 
uiililcely that the margins of tlie video content sellers would not be squeezed, piitling severe upward pressure on video monthly fees. 

' .Vnothei' analyst jioints out that Mdeo is the primary source of revenue between tlie two bttsinesses ft .'US Investment Research, ('art Pay TV, p. 
lU (‘"Video revenues per user (.VKi’L ) are far higlior for many platforms than voice or data revenues and that gnp is growing.") Nonetheless, 
ju'otit maigins are far lower on video services. Seee.g. Michelle Ow, “Time Warner Cable Q I margins led by broadband,’’ SNI. Kagan, May 
6, 2010 (“Time \^himer Cable Ine. continued loreap the benellls of its sU'ong broadband perfonnance in ihe first tjuarler as the historically 
high-niai gin broadband business ended the jieriod witb an estimated 62 . 8 * 1-0 margin, ouqxicing phone and video margins by more than 
twofold. ’) 

Ihe dramatic increase in tlie cable opeiatoit?’ rate of profit would attract attention, as would dramatically increasing the price of data only 
service, which in the case of Ciimcast is already S59.95 per monlh. 

Benistein, IVeb 'I V. p. 15: "Cable operators won’t just stand by and watch they’ll take actions that affect this evolution.” midrew Ilampp, 
“MSOs Fight to Keep TV on the TV. Not theNeL’’.4£/.4ge, June 16, 2008. (“Alexander Dudley, a spokesperson for Time Warner Cable, told 
.Ad Age Ihc company is prepared to as far as williholding some of Ihc subscriber revenue upon vvliieh networks like Comedy Ceniral have 
built tlie bulk of their business model.’’) ( Hanipp, Fight”) 

' Ironically, .Apple, which is Ihe central player in digital disinlcrmcdialion in the music space, sees the stranglehold on the set-lop box as a 
barrier to cutty. Will Richmond. "Why Apple Still Doesn’t Have a 'TV Strategy',” VideoNuze, Jiuic 7. 2010. 

' Bernstein, Web TV. p. 15. Wachovia .Aiaalysls Marei Ryvieker slated ""We view usage-based billing, or bandvvidlli eonsiaiiption caps, as a 
significant impediment to not only Zillion'fV but also to true over-tho-top video providers" Comm Daily. April 15. 2009. Dave Burstcin. 
DSI. Prime, .Tan. 21, 2008 (“I believe Time W’anier’s interest in bandwidth caps has little to do with its own costs and a lotto do with the 
emergence of movie downloads and streaming television programs over the Internet 'fhe smart people at 'I'ime Warner are scared of people 
watching I'V directly over the Internet.'’) 
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*lockiiig down content. ' 

Eslimaicsorhovv fast ihc compclilivc threat will grow var>- from a few years to more than a decade,^ as 
do estimates of the magnitude of the threat, which reach as high as one in eight subscribers cutting the cord within a 
year.'*"'' Howe^’er. tliere is unanimity on one proposition: that the cable operators will actively resist and seek to 
undennine tliat competition. 

Of course, if they didn't create obstacles to this sort of disintermediation, cablcrs wouldn't be cablets. Some 
easy ways to forestall TP video's ascendancy include charging consumers for their Hulu use and increasing the 
number of commercials embedded in each Hulu episode. Only by taking control of NBCU can Comcast influence 
such decisions. Comcast's embracing ''TV Everyw’here," which ahow^’s paying subscribers to receive IP video as well 
as cable video, can be seen as another means to impede the same inexorable end. So. too. is the concept of usage- 
based pricing - the objectii’e of which w^ould be to price broadband consumption for downloading IP video in tvays 
tliat make both the cable company and its customers indifferent to disintermediation. 

If cablc/broadband access providers have market power and are not inclined to abandon the video business 
in exchange for a dump pipe, strategies to deal with the tensions are needed. The strategy^ that emerges to prevent 
tlie dissipation of rents tlirough disintermediation is to disciphne the sector. This requires complex collaboration and 
'Teadersliip''''^’ during a crucial moment for action.’'’’ The largest cable/broadbiuid operator acquiring one of the 
leading video conlail suppliers is an obvious candidate to exercise tliat leadership, The Wall Street analysis identify 
the combination of the Comcast -NBC Universal merger and Comcast's Fancast Xfinity -branded “TV Everywvhcrc” 
initiative as perfect examples of the key strategies.’^'^ Vertical integration becomes pivptal to block the effects of 
digital disintermediation, and the emergaice of a large firm straddling the production and distribution stages is a 
critical step in achieving the necessary spirit of collaboration. 

With Comcast and Time-Wanier moving fonvard with video payvvalls, are the cable companies 
doing what Hollyuvood and tlie music industry couldn’t do? That reality is coming sooner thiui 
you Lhink,,,This ain’t the music business, apparcnily... there’s still life in old dinosaur methods of 
content delivery when it comes to movies and tccvcc show^s, and the conglomerates and CEO's 
that control them aren’t too keen on giving up their domination of content delivery just yet. . , It’s 
simply a brow'ser bound way of locking you out of live streamed or stored content based on a 
verification ID. . . namely your cable account's user name and password. . . It is almost impossible 
to stop Ihc Comcast juggernaut from taking over NBC and removing content from Hulu and otlicr 
currently free broadband streaming services or aggregators. TV Evciywvhcrc, which has been 
tested for over a year, can be seen as simply a way for cable companies to continue w'ith the old 
model of doing business, 


''' BemsLcin. Wi 2 b TV. p. 15. See aho Grover. Revenge: George S/alai. “Opinion: Online Video's ImpauL Remains Unclear." AdM'eek. .Tuly .T 
2009, ("The lack of foais on such offers proves that T\^ Evcrywlicjc is mainly defensive for now, "This is a way to stem concern about cable 
iiifrastnictiire being bypassed by free online viewing." Collins Stewart analyst Tliomas Lagan says."). 

BcrasLcin. Web TV. p. 12. See also Hanipp. Fighl. C:hiniclewski, lug of war, 

^"Contrast Piper Jaffrav. internet Video, p. 4, and Itichard .Morgan. “WTiyllulu Matters." i he Deal Magazine. December 11. 2009 ("Morgan. 
WliyTIulu’). 

Contrast Yankee Group Says 1 in 8 Consuiiies wll /h: Their Coax this Year, rVpiil 27. 2010, and Convergence Consulting, The Battle for the 
North A mehca {T.’S/ConudoJ Couch Potato: .Ve-w Challenges and Opporlunilies in the Ctmlenl Market . .April 20 1 0, which jnrts the nunihei' 
aL one in 30 by yein-end 2011. See also Mike Robiick. "Report: OTT eating into video maikel share pie." Ce.tiMag<izi ne.com. Get. 9. 2009 
(“SNl. Kagan's latest repoit forecasts that over-tlie-top providers, such as Hulu, will accouiA for 7.1 million homes by 2013, and for moie 
Ihiui twice lliEil niunber in 10 veins."). Fen his part, Comcast's Stephen Buike. President of Comcast cable, stales "AVe don't think that irs a 
jirohlem now', hut vve do feel a sense of urgency,” .Araigo, 'l aming. 

Morgan, Why Hulu. 

UBS Investment Keseai'ch, Can i’ay i V. p. 7. 

UBS InvesUnenl Research, Can Pay TV. p. 24. See also Gixwer. Revenge; .Arango. Taming. 

BcrasLcin, IVeh Video, p. 9. Yinka .Adcgokc. "Web TA' could come with a price lagaflcrCx,imca.sl-XBC ,"i‘?ti»f£r/'.5, Oct. 4. 2009. (""Wc suspect 
Comcast believes it needs content to pivjtect its landline distribution platform," Ricliard Greenfield, analyst at Pali Research, WTOte in a note 
to investors on Friday, "ll wants to mitigate Ihc risk of becoming that scary 'dumb' pipe. ..Hulu was started by NBC and Fo.\ so they could 
compete with Comcast. So tliis is a defensive move to some extent by Comcast," said Kaufman Bros, analyst Todd .Mitchell. "Hulu will just 
become fuiollier choice of Ckimcasfs pay-TA' buffet."). See also Comments of Nelflix. Me. M the Matter oY Preserving the Open Internet, 
Broadband Industry Practices. ON Docket No. 09-191, W'C Docket No. 07-52. Jan 14, 2010. ('Ihc recent announcement of the proposed 
mei gei' of Comcast and NBC Univei sal serves to exacerbate the growing concern that MA'PDs will use tlieir conti ol over programming 
networks to stifle competition, including the growing competition ffom online video providers like Nctflix'’). 

Christian llokeiison, “1 V I veiywhere Leave A'GI) Nowliere,” HD Report, March 18, 2010. 
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The most direct aiid obvious way to prevent disintermediation is maintain the flow of content in channels 
that can be controlled, which is the obvious inieni of TV Evetywhere; “While a lot is happening on the convergence 
from (c.g. Google TV, Roku, clc,), with the advent of TV Everywhere, the likelihood that eable programs will not 
leak out onto the open Internet is lower than ever.’'^^^ 

B. Titf. Threat to Internet TV 

The ihrcai that this merger poses to potential competition from Tnlcnicl delivered video deserves speeial 
attention in the merger review for several reasons. 

First, the incipient growth of competition on the Internet holds the greatest promise for breaking the 
stranglehold of traditional MVPD ser\nce providers on the video market that has presented itself in decades, Over 
tlie past quarter centmy there have been a few moments when a technologv' comes along tliat holds the possibilitv’ of 
brealcing the chokehold that cable has on the multi-channel vddeo programming market, but on each occasion policy 
misiakcs were made that allowed the cable induslrv' to strangle competition. This is the first big policy moment for 
dcicmiining whether the Inlcmcl will funciion as an allcniativc platfonn lo compete with cable. Tf policymakers 
allow this merger to go forward without fundamental reform of the underlying industry structure, the prospects for a 
more competition-friendly, consumer -friendly multi-chaimel video marketplace will be dealt a severe setback. 

It is only by taking Lite approach vve have oulUncd that Federal authorities can do more than j usl preserve 
the current industry structure, which is riddled with anticompetitive and anti-consumer institutions and practices. 
Instead, they can improve the terrain of the American video marketplace. This merger is an opportunity^ to jump- 
start tlie industry' reform process. 

Second, control over broadband Inlcmcl access is llic comcrslonc of ihc anlicompciiLivc response lo ihc 
growlli of Internet competition and it is the market in which cable operators have the greatest market po^ver. Wliile 
the technology’ is new. the tactics being used to prevent it from breaking the market power of a tight oligopoly that 
control die choke point of disiribulion arc well-known and recognized - conccnlralion, conglomcralion, vertical 
integration, The linking and leveraging of broadband access replicates past moments when policymakers were 
forced to grapple with how to promote competition. localism and diversity in the video product space, 

Third, the aiUicompelilive harm that the merger could do lo the Inieniei as a competitive platfonn for 
MVPD service is a perfect c.Namplc of the use of vcnical leverage that has horizontal cffccLs, Starling here is the 
perfect antidote to the erroneous claim that because the merger is largely a vertical merger there arc no merger 
related competition issues to be analyzed. Tlie rehabilitation of vertical analysis in antitrust, which has long been 
OT’erdue. can start in tlie re^dew of this merg^. 

The Browser Wars as a Model for the Battle over IMVPD 

All easy way to understand tlie threat to the Internet platform for multi-channel video programming 
distribution (IMVPD) posed by the Comcasi-NBC merger is lo recall the Depariineni of Justice case against 
Microsoft. The case grew out of what was known as the “browser wars” between Microsoft’s Inlcmcl EKplorcr 
and Netscape's Navigator. Navigator had entered the new market for web access and grown rapidly as the leading 
browser, with a commitment to “write once, work anywhere.” Bill Gates. Microsoft CEO, declared that “ a threat is 
bom on the Internet.” The tlireat was the possibility that brow’sers could provide a platfonn for accessing the 
Internet that would work with any operating system, thereby rendering Microsoft's near monopoly over operating 
systems much less important, “A new competitor “born” on the Internet is Netscape,, , They are pursing a multi - 
platfonn strategyv.. to conunoditize tlie underlying operating system.”'^ 


Will Richmond. "Yankee Group Cord-Clilling Research Download Available," VidecNuze, May 27. 2010. 

llic Commission has recognized the Internet as an emerging competitor to traditional MVl’Us on numerotis occasions. See e.^. Annua! 
Assessment of the Status of Competition w theMarket for Delivery of Video Programmng. MB Docket No. 06-189. Thirleeiilli Annual 
Report, 24 FCC Red 542, 614 (2009): Dissenting Statement of Commissioner Robert M. McDowell. In the Matter of The Commission 's 
Cable Horizonial and Veriical Ownership Limils el ul., Eourtli Rqrort and Order and Fnithcr Notice of Pro|X')sed Rulemaking, MM Docket 
No. 92-264. 23 FCC Red 2134 (2008); Remarks by Oumibus Broadband Initiative Executive Director Blair Levin. "Owning the Inevitable." 
.American Cable .Association's 1 7th Summit, .April 20, 20 10. ("Over-the-'l’op Video will eventually emerge as a challenge to the cun ent 
model of multi-channel disLribuLion of large and incTea.singly expensive bundles ofliiieiu' pmgramming.") 

United States v. .Microsoft Corp.. 84 F.Supp. 2d 9 (D.D.C. 1999). 

(TDveniment I .xhibit flit). 


30 



138 


The strateg}- Microsoft used to undercut this threat was described ivitli the colorful plirase "we will cut of 
iheir air supply Microsoft set out to saUirale the market with its own browsers by bundling them with the 
operating system software and giving Lticm away for free. It took steps to undermine Lite quality of the competing 
browser and reinforced this strategy by offering a number of inducements to computer manufacturers (known as 
original equipment manufacturers or OEMs), w^ho decide which softw'^are to put onto the computer, to pre-load only 
Internet Explorer. 

With access lo low cost distribution through the OEM ehannel secured for Tnleniel Explorer and free 
distribution, Navigator would be denied revenues and forced to use more expensive ways to try^ to distribute its 
product. Stan-ed of cash, Naidgator would shrivel. "MiCTOsoft could still defray tlie massi\''e costs it was 
undertaking lo ma.ximize usage share with llic vast profits earned by licensing Windows, Because Netscape did not 
have that luxury^, it could ill afford the dramatic drop in revenues from Navigator, much less to pay for the 
inefficient modes of distribution to which Microsoft consigned it. The financial constraints also deterred Netscape 
from undertaking technical innovations that it mi^t othenvise have implemented in Navigator.'’' ' Free browsers 
might seem like a good deal for consumers in Uie short run. but in the long run lliis strategy of eliminaiing 
competition has a heavy cost.' It preserves and axtends the Microsoft monopoly in the operating system market 
and undermines innovation and development in browsers or other products that might compete with Microsoft’s 
core products, keeping tlie cost of Microsoft’s core product far higher than it should be. It denies consumers 
alternatives that better suit their needs, and forces consumers to buy products in inconvenient ways, there by 
imposing high costs on consumers. 

2. Internet Multi-channel Video Program Distribution 

Comcast’s current strategy' is to cut off the air supply of tlie Internet as a platfonn for competing witlt 
Comcast’s core fraiicliise business, multi-channel video prograiiimhig distribution (see E.xliibii lV-5). It which will 

Exhibit rV-5: Strategies to Undermine Nascent Competition on the Internet 


Browser Wars Strategy 


Attack Internet MVPD PlaUbnii 


Bundle TE brow'ser and operating system 


Raise entry- costs through incompalibilily 


Bundle online video with physical space video by requiring physical 
subscription to get access to online video 

Keep sei top box closed, forcing IMVPD lo find non-Comcast 


hardware 

lucent OEMs to preload IE not Navigator Pressire incumbent MVPDs to participate in TV Everjwvhere. 

shrinking the market of competing platforms 

Degrade the quality of Navigator Withhold valuable marquee content to undermine the quality’ or raise 

the cost of content available on the Internet platform. 

Pressure content providers to not make their products available on the 
Tnlcnicl by offering favorable conditions for physical space disiribulion 
to those who deny Internet access to content 


Make using Nav. a "jolting experience" Use tlie ability to block or degrade the quality’ of serv’ice of specific 

application and Inlcnicl Service Providers, forcing IMVPD lo rely on 
non-Comcast broadband TSP 


‘ Rajiv Chandraselvaran, "Mici osofl .Attacks Credibility of Inlet V-xac^ Washingion I'osl, 

Friday. November l.t, 1998; Page Rl. "TIte Micnwoll anlilrusl Irial lumetl into a lense sparring maLch over the credibilily ol' a witness from 
Intel Corp. yesterday, with a lawyer for Microsoft accusing the executive of concocting some of his most eoloiful testimony and the 
govemment producing several dociimenLs lo support the witness's claims. On the witness stand was Steven McOeady, an Intel vice president 
called by ihc government. He testified earlier this week. Ihal Microsoft Coip. had Ihrealencd lo witliliold enieial teehnieal support from hitel 
if the chipmaker did not stop developing software that would compete with Microsoft's jnxiducts. He also made the dramatic allegation that a 
senior executive at Microsoft told him of an inlenl lo "extinguish" rival Nelseapc Comnuiniealions Corp. and to "cut oJTNetseape's air 
supply... Witli .McGcady's credibility hanging in llio balance. Justice Department lawyer David Boies sot out to rehabilitate his image in the 
aftemoon. (Ihi a large screen in the courtroom, he played several segmenls of a videotaped deposition by McGendy's boss. Ron Whittier. Gn 
the tape, Whittier said tliat he recalled the term "smother" being used to describe Microsoft's strategy^ at the meeting in question.’' 

' ' 1,'nited v. Microsoft Coip., 84 F Supp. 2d 9 (D.D.C. 1999) 

‘ ’ Mark Cooper, ".Antitrust as Consumer Protection in the New Hconomy: Lessons from Ifio .Microsoft Case.” Hastings Law- Journai. 52:4) .April 
2001 . 
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impose the similar costs on consumers, allowing Comcast to continue to raise cable prices and retarding the ability 
of the Inlemel to support alternative distribution models. 

Comcast is proposing to bundle online video with physical space video by requiring physical subscription 
to get access to online video. 

Comcasl-NBC will have a much more valuable set of marquee coiilcnt to raise the cost of and squeeze the 
profits of content available on the Internet platform, 

Comcast has demonstrated tlie ability to degrade the quality' of service of specific application and Internet 
Service Providers. This could make it far more difficull for an allemalive IMVPD to enter the market, as it would 
have to build its audience on broadband subsaibers who arc not Comcast subscribers. 

The combination of these five strategies, pursued by the largest broadband Internet access provider and the 
largest cable provider, will suck tlic air out of the space available for the Iiitcmct multi-chamicl video program 
distribution. 

Just as in the Microsoft case, we should view the 'the separate categories of conduct... viewed, as a single, 
well-coordinated course of action” to see the does “the full e.\lent of the violence that would be done to the 
competitive process itself. ’ ‘ Just as in the Microsoft case, the nascent character of that competition docs not render 
it less of a cause for concern. Indeed, in the case of cable market power, which has persisted for so many years, 
nascent or potential competition should be carefully husbanded by antitrust authorities. 

Some of the elements of this anlicompclitivc strategy arc already being applied by Comcast to the Internet; 
all have been used by the company in various forms in the past. Moreover, merger review requires the Department 
of Justice to make reasonable projections about the potential and likely abuse of market power. Unlike a 
monopolization case, which must prove past bad behavior and seek to remedy it, merger review^ is prophylactic, 
seeking to prevent future abuse. 

Digital technolog}' plays two key roles in these strategies to undermine competition tliat call for heightened 
scrutiny by antitrust officials. Digital tecimology gives tlie dominant incumbent two key assets to undermine 
compcLiLion, 

It is pressing content providers to not make their product available on the Tntemet by offering favorable 
conditions for physical space distribution to those who deny Internet access to content. 

The acquisition of NBC will give it a new set of immensely powerful weapons to strengthen the attack on 
the Internet, 

Comcast-NBC will have a much more valuable set of marquee content to tmdermine tlie quality or raise the 
cost of content available on the Internet plaifonn. 

The ability to achieve low cost mass distribution of a critical technoiogv’ platform (by preloading the 
operating system in the case of Microsoft, pulling up a web site in die case of Iniemei TV). 

Immense power to control network functionality by controlling the critical choke point (controlling the 
APIs in the case of the browser; controlling access to the consmuer in tlie case of Internet TV). 


l :nited States v. Microsoft Conr, S7 I'.Supp. 2d 9 (D.IJ.C. 1999). 
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Mr. Johnson. Thank you, Dr. Cooper. 

Now we will begin with questions. Wired magazine reported this 
summer in an article entitled “The Web is Dead: Long Live the 
Internet.” Two decades after its birth, the World Wide Web is in 
decline as simpler, sleeker services — think apps — are less about the 
searching and more about the getting. 
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You wake up and you check your e-mail at your bedside with 
your iPad. That is one app. During breakfast you browse Facebook, 
Twitter and the New York Times — three more apps. On the way 
to the office you listen to a podcast on your smartphone — another 
app. At work you scroll through RSS feeds in a reader and have 
Skype and IM conversations — more apps. 

At the end of the day you come home, make dinner while listen- 
ing to Pandora. You play some games on X-box Live and watch a 
movie on Netflix streaming video service. You spent the day on the 
Internet, but not on the Web. 

Mr. Feinstein, how do you antitrust regulators stay up to speed 
on the brisk pace of innovation when the consumers do not even 
realize that they are not actually on the Web most of the day. How 
do you rise to that technological challenge? 

Mr. Feinstein. You have correctly characterized it, of course, as 
a challenge. You know, the dynamism of these markets is often op- 
erating to the benefit of consumers, and it is the basis, I think, for 
us to try to find the right balance between appropriately aggressive 
antitrust enforcement and while remaining mindful of the benefits 
of innovation. 

And frankly, corporate antitrust enforcement is entirely con- 
sistent, I think, with vigorous innovation. And we try to take — we 
try to take all of that into account. 

One of the advantages, I suppose, to us of the explosion of the 
information economy, information-based marketplace that we are 
talking about, the technological, all the different ways of sending 
and receiving information, is that businesses and consumers who 
have concerns and who feel like they may be aggrieved or that they 
may be foreclosed from the market or their ability to compete may 
in some way be impaired, also are able to reach us in real time. 

So it is a constant challenge between wanting to find that bal- 
ance between, frankly, astounding progress on the one hand, pro- 
moting innovation and ensuring that competition continues to 
serve the interests of consumers by promoting innovation and by 
promoting competition on the merits. 

Our case against Intel, for example, which I mentioned in my 
opening remarks, I think in some ways illustrates many of those 
principles, because our real concern there was a dominant firm — 
as we, at least as we alleged it, it was a dominant firm — that had 
had tremendous success and had been very innovative, but had 
also gotten to a point where it, in our view, was not necessarily 
confining itself to competition on the merits. 

And the consent order that is now being considered to be made 
final by the commission is intended to find the balance between 
prohibiting past conduct that we believe constituted something 
other than competition on the merits, while at the same time fos- 
tering innovation and full competitive conduct going forward. 

And interestingly, I mean, the very fact of the settlement of that 
case 6 or 7 months after it was voted out by the commission I think 
is a good illustration of our ability to be effective in real time, or 
at least what may constitute real time for antitrust enforcement. 

When the settlement was being discussed, you know, one of the 
issues was we could litigate this matter for 3 or 4 more years. By 
the time it had gone through Courts of Appeals, et cetera, it could 



141 


easily have been 3 years before we had a final decision, and we 
might have one, but it also might have been the case that the mar- 
ket had in some sense moved on, and relief that was obtained 3 
years from now when a final judgment might be an interesting 
legal precedent, but might not necessarily have had immediate im- 
pact in the markets. 

By settling the case when we did, I think we achieved the goals 
of obtaining relief in real time and promoting competition and inno- 
vation in a dynamic market. That is just an example. 

Mr. Johnson. Thank you. 

It is my understanding that one of the reasons that makes it so 
tough to challenge vertical mergers is the difficulty in predicting 
future harms. Does that leave the FTC and DOJ one step behind 
in preventing harmful monopolistic behavior? And this is a ques- 
tion for the panel, so anyone, feel free to 

Mr. Cleland. The real reason vertical merger enforcement is dif- 
ficult is there is no court case precedent that anybody can point to 
that says, okay, we have got the authority to do here, and we can 
win. So it is the absence of that. And so prosecutors are going, boy, 
you know, we don’t have a precedent, so it tends to want them to 
settle. 

However, you know, what we have seen with, you know, vertical 
mergers is what is different about Google than Microsoft? The De- 
partment of Justice stopped the Intuit merger. They didn’t allow 
them to get into finance, financial services. And then they sued 
Netscape when they tried to leverage into the Internet. 

What is different about Google is not only do they have a hori- 
zontal monopoly, but they are moving vertically in so many sectors, 
we can just run through them, you know, in video, in books, in 
news and in maps, and just on down the line, and travel. They are 
very rapidly going into the rest of the digital economy. 

And so what is different about Google on the vertical question is 
we have never seen anybody go from 0 to 60 into vertical from a 
horizontal monopoly. That is what is unique here and why it makes 
it so urgent for people to tune in and figure out the damage. 

Mr. Johnson. And court decisions being a guide in this kind of 
rapidly evolving market is certainly problematic. But then I think 
it goes into this ignorance Professor — excuse me — Mr. Manne, that 
you spoke of. And when I say ignorance, and I am sure when you 
say it, it is not derogatory. It is just a basic lack of knowledge, par- 
ticularly when we are talking about future technology. 

Mr. Manne. Right. 

Mr. Johnson. Would you respond? 

Mr. Manne. Please — yes, thank you. 

Right. Precisely. It is the central problem is the fact that that 
would look — that aggressive competition that could potentially be 
anticompetitive could also be pro-competitive. And the state of eco- 
nomic science is such that we actually don’t have great tools for de- 
termining what the future speculative anti-or pro-competitive con- 
sequences of a particular business conduct are going to be. 

And that is the reason why I focused in my original remarks on 
the decision-making process. Given that we have this dramatic 
amount of uncertainty, what we are forced to do is look at the po- 
tential cost of over enforcement multiplied by the likelihood of over 
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enforcement times the potential compared to the potential costs of 
under enforcement and the likelihood of under enforcement and fig- 
ure out where the advantages and disadvantages lie. 

And I think there is in fact a thumb on the scale in favor of what 
some would call under enforcement, because market competitive 
forces do have the mitigating effect on potentially anticompetitive 
outcome. I think when it comes to vertical integration in particular, 
we actually have an enormous 

I don’t mean to imply that economics hasn’t made any progress. 
In fact, we have a lot of economic knowledge. Scott mentioned the 
dearth of court cases that would support the kind of vertical case 
that he might like to bring. 

The reason for that is because the economic literature is almost 
unanimous, and there are very few areas in economics that are set 
up as well settled — not to say completely settled, but is well set- 
tled — as the notion that vertical integration tends to be pro-com- 
petitive, and the anticompetitive complaints about vertical integra- 
tion have tended not to materialize. 

I don’t see any reason why that would be different here than it 
has been since the beginning of the Sherman Antitrust Act. And 
simply pointing out that the sky is falling, that there is vertical in- 
tegration run rampant, that there are network effects, chokepoints, 
privacy fears, exclusive deals, standards, artificial bundling, 
leveraging dominance, vertical leverage, switching costs, informa- 
tion asymmetry — these are all slogans. 

Most of them have very little economic content that would sup- 
port antitrust intervention on the basis of those concepts. That is 
unfortunately the state of our economic knowledge. Maybe we will 
find out in the future that these things really are as problematic 
as the people who throw those slogans around think they are. At 
the moment we don’t have that knowledge. 

Mr. Cooper. Obviously, I have a rather different view. And those 
slogans in the documents I provided were footnotes from antitrust 
cases that the Department of Justice won. So let us be clear. 

The simple fact of the matter is that the Microsoft case was a 
slam dunk. They did all that stuff, and the courts could see it. The 
Intel case was a slam dunk. They did those things, and not only 
did the American antitrust authorities, but the Japanese and the 
Koreans and the Europeans found the same thing. 

The notion that antitrust can’t identify anticompetitive practices 
is bunk. The notion that false positives are more costly than false 
negatives is a little bit silly in the light of the financial market 
meltdown, the salmonella egg problems, the oil leak in the Gulf, 
the brownouts in California, and the tech bust after the WorldCom 
fraud. 

The assumption that these corporations will behave themselves, 
and the admission of Alan Greenspan at the height of the financial 
crisis that his theory was flawed, simply reverses the assumption 
that we can trust the corporations to do the right thing, because 
their private interests are synonymous with the public interest. 

So the point of the antitrust laws are — and they carry a heavy 
burden, but they have been able to show in a series of landmark 
cases that all those practices I mentioned are in fact used and 
abused in the digital marketplace. And when they put together a 
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good case, they win those cases. And they should not back off. They 
should use those principles and apply those principles to the digital 
industry just as vigorously as they have applied them to other sec- 
tors in the Industrial Age. 

Mr. Black. Mr. Chairman, if I could weigh in on this a little bit, 
first of all, there was some discussion of the courts. And I think 
one of the problems in antitrust law is the last couple of decades 
the courts have not been terribly friendly to antitrust. And it has 
hampered the ability, I think, of enforcers to use some of the tools 
that might be available and, frankly, created the climate that has 
in some cases encouraged anticompetitive behavior by the private 
sector. 

In terms of vertical and horizontal in the high-tech industry, 
however, I constantly am a little frustrated by the terminology, be- 
cause the truth is if you look at the companies and the way they 
operate, it is not just horizontal and vertical, but the interconnec- 
tions, the relationships, the dependencies they need to cooperate, 
collaborate, interoperate, it doesn’t line up that simply at all. 

And aside from the Google paranoia issues that seem to have 
crowded in here, in general we have a hugely competitive market- 
place in the Internet space. 

Now, I represent hardware, software, services, a lot of people in 
the high-tech world. The Internet space is the most competitive 
part. In some of the hardware areas, some of the software areas, 
you do have these chokepoints. You have locked-in situations. One 
of the key ingredients in whether market share is something you 
worry about in the context of monopoly has to do with how embed- 
ded it is, how real market power it has in antitrust terminology. 

Market share is not the equivalent. I think my friend, Scott 
Cleland, talks about Google has 80 percent share in the video mo- 
nopoly. Well, the data he cites, his comp score, using the same 
data, it shows that other competitors have 197 percent share. So 
the data in this world can be manipulated and misused, I think, 
inappropriately. 

I make one other last reference over to, again, Scott because I 
read his testimony before I came here, and I went on to Google 
Search the other day on Tuesday afternoon, and I put in “mapping 
direction.” And the results I got were one, number one, MapQuest; 
number two, Yahoo maps; and number three, Google. So if there 
is a biasing going on, it is hard to see it in that. 

So a lot of what we talk about in the Internet space — remember, 
people are not exclusive users. So I can use a Blackberry and an 
iPhone. There is a lot of dynamic activity that is going on. 

We have been involved in IBM, Intel, AT&T, Microsoft antitrust 
cases — on the side of stopping major company anticompetitive be- 
havior. If Google or other people become a threat, anticompetitive 
threats to what I think is a tremendous industry, I am going to be 
there. It is not there. 

I have had several presentations made to me when Doubleclick 
and AdMob, et cetera, and if you really get in and understand the 
nature of the industry and the ability of new entrants to come, the 
ability to click and get away from a Google or a Yahoo or a Micro- 
soft or somebody else, it is not yet, and I am not sure it will be 
in a situation that you have a real stifling of any real competition. 
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The barriers to entry just aren’t there. They are too easy to have 
one new, dynamic company. Facebook has just taken over the lead- 
ership of the number of people who visit it over Google. I mean, 
that happened within a period over a year or two. So the dynamic 
of our part of the industry is great. 

But look for lock-in, look for chokepoint, look for people who un- 
dertake policies to try to prevent people from leaving the site, to 
block interoperability, to use intellectual property in an anti- 
competitive way. Those are the signposts, the signals that you have 
got a company who is thinking anticompetitively and probably will 
wind up acting that way. 

Mr. Johnson. Thank you, sir. 

Mr. Reed? 

Mr. ISSA. Mr. Chairman, can I ask how long we are going to go 
on in one round of regular order? I appreciate everyone answering, 
but we have been almost 20 minutes on your time. 

Mr. Johnson. Well, I am going to have no further questions. I 
did think it was important enough to hear from the panelists who 
wanted to respond. And I do know we have got votes coming up 
in about 10 or 15 minutes or so, too, so I was thinking we would 
recess for our votes and then come back and resume the ques- 
tioning. 

Mr. IsSA. Thank you, Mr. Chairman. 

Mr. Johnson. And certainly, when I eat, I like everyone else to 
eat, too — even as much as I do — will. 

Mr. Conyers. Mr. Chairman, I would recommend that our 
friend, Darrell Issa, be allowed, if he chooses, as much time as you 
have had. [Laughter.] 

Well, and then, Mr. Issa is usually quite economical with his 
time, being a great businessman. Actually, I am hoping that some 
of the questions, or the question that I have asked, will kind of 
narrow the field a little bit so that we won’t have to have 20 , 25 
minutes of questions, but 

Mr. Issa. Thank you both, Mr. Chairman. 

Mr. Johnson. Thank you. 

Mr. Reed. I promise to keep my comments very short. It was a 
great discussion here between the academic and the practical and 
the rest, and I learned a lot about antitrust there. But one of the 
things that I thought was interesting about Mr. Black’s comments 
about the ability to innovate on the Internet, and I go back to the 
line from “The President’s Men” — follow the money. 

So as we have this discussion about all the slogans that we heard 
from Professor Manne and Mark Cooper’s testimony about what it 
all means, I think when you ask the question of is the Internet dy- 
namic, it certainly is. But you ought to look at how it is getting 
paid. And then that brings us to the interesting question about the 
MapQuest point. 

Mr. Black brought up the point that he searched for the words 
“mapping direction.” Now, I don’t know if those were words that 
the first results he saw were they paid for words or they were the 
words that came in Search. It doesn’t matter. But most of us when 
we search, we actually search for the address we are going for. And 
the interesting about the ad word is that is what gets us into how 
do we pay for the Internet. 
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So I certainly don’t have the expertise of the antitrust lawyers 
here at the table, but I do know that my members, the develop- 
ment community, we follow the money. 

Mr. Johnson. Thank you. 

Now I will turn to Mr. Coble for questions. 

Mr. Coble. Mr. Chairman, thank you again for your earlier cour- 
tesy to permit me to go to the dermatologist. When I got over there, 
I was sort of hoping you had declined my request, but it worked 
out okay. 

Mr. Johnson. Well, I am hoping that my graciousness to you will 
inure to my benefit in the eyes of Mr. Issa as well. [Laughter.] 

Mr. Coble. Yes, I don’t want to be in Mr. Issa’s doghouse. 

But it is good to have the panel of witnesses before us as well. 

Mr. Feinstein, to what extent, if any, do the antitrust agencies 
take into account patents, trademarks and copyright claims into 
their antitrust analysis of transactions and conduct (a), and do pri- 
vacy concerns ever factor into an antitrust analysis, or does the 
agency look at IP and privacy concerns as distinct issues separate 
and apart from their antitrust analysis? 

Mr. Feinstein. Let me address that in two parts, since the ques- 
tion was posed in two parts. 

Mr. Coble. Sure. 

Mr. Feinstein. Focusing first on patents and intellectual prop- 
erty, that portion of the question, we absolutely take that into ac- 
count in our antitrust analysis, and it cuts across a great deal of 
what we do. It is obviously paramount in the pharmaceutical sec- 
tor, and it is very important in this sector as well. 

And as I mentioned in my earlier remarks, you know, we per- 
ceive — I perceive, and I am only speaking for myself here, I guess, 
but I perceive the goals of, you know, the patent laws and the goals 
of the antitrust laws to be fundamentally consistent, which is to 
stimulate innovation and to stimulate competition. 

And one of the ways that the patent laws do that, of course, is 
to provide a period of exclusivity. That doesn’t necessarily equate 
to a monopoly in antitrust terms, because there can be another pat- 
ented product or process that competes. But there is also an end- 
point to that exclusivity, and that in itself stimulates further inno- 
vation, if the system is working properly. But we definitely take 
those things into account. 

Mr. Coble. Okay, right. 

Mr. Feinstein. Now, with respect to privacy, I am going to focus 
on that really from the antitrust perspective rather than from the 
consumer protection perspective. That is a different bureau of our 
commission, and, you know, there are a lot of initiatives under way 
regarding the general question of privacy, particularly with respect 
to the Internet, but I am going to give a narrower response, which 
is the relationship between privacy and antitrust. 

And candidly, I think it is a relatively limited relationship. It is 
certainly not — it is important, but if there were, for example, in a 
proposed merger between two firms that competed on a number of 
levels, and one of the levels in which they competed were their ap- 
proaches to privacy — Firm A offered certain safeguards regarding 
consumer privacy; Firm B offered a different set of safeguards, and 
they were competing with each other not just in terms of price but 



146 


this sort of non-price competition regarding their approach to pri- 
vacy — if they were merging, and that degree of competition were 
being eliminated, I think it would be relevant for us to consider 
that. 

Mr. Coble. Okay. Thank you, sir. 

Mr. Manne, the pace of innovation is rapidly accelerating. Com- 
panies that invest in innovation succeed; those that do not often 
fall behind. Is it a disincentive to innovation if government legal 
systems, particularly in Europe, force companies that make often 
risky initial investments to hand over their innovations to competi- 
tors, who oftentimes choose not to invest? 

Mr. Manne. I think the short answer is yes. I think that the risk 
of compulsory licensing and other sorts of activities that might 
force companies that have innovated and invested enormous 
amounts in developing intellectual capital to share that intellectual 
capital with their competitors is — does an enormous disservice to 
innovation. I think we have seen that with respect to Microsoft and 
other companies in Europe, as you pointed out. 

I think that this follows on your question to Rich — to Mr. Fein- 
stein about the consideration of intellectual property in antitrust. 
Fundamentally, the area in which this problem arises is where 
there is intellectual property and as a remedy or through the 
course of some sort of enforcement action, the company is required 
to share its intellectual property with another company. 

And I think that it is probably a core problem that intellectual 
property is an essential part of the incentivizing of innovation, and 
the forced sharing of that with competitors can only diminish that 
incentive. 

Mr. Coble. Thank you, sir. 

Mr. Chairman, I see the red light, but I have one brief question 
additionally. 

Mr. Johnson. Certainly. 

Mr. Coble. Mr. Reed, is ACT supportive of quality control meas- 
ures in app stores like Apple’s that can be used to eliminate appli- 
cations that use pirated intellectual property? 

Mr. Reed. I think I got the last of it, but absolutely our member- 
ship has no problem with quality controls in application stores that 
help provide a better platform. 

For those of you who have played with an iPhone or have seen 
the Droid or some of the new technologies, the user interface, how 
you interact with it is key. I mean, let us face it. It has got a huge 
cool factor. We have all seen it on the television ads. The way that 
they reach out to people is about saying, look, this is a product that 
you integrate into your life. 

What you don’t want to integrate into your life is something that 
loses its battery, breaks, crashes, won’t make a phone call. So abso- 
lutely our membership understands that there is some benefit, 
some huge benefit for their ability to reach customers, if the cus- 
tomers have a sense of comfort that the machine will continue to 
provide great things you can integrate into your life, but also can 
make a phone call. 

Mr. Coble. I thank you. 

Thank you, Mr. Chairman. I yield back. 

Mr. Johnson. Thank you. 
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And I will now turn to the speaker — excuse me, the Chairman 
of the Committee, Mr. John Conyers. 

Mr. Conyers. Thank you. 

Mr. Morgan Reed, you told us that there were several critical 
issues on the horizon and that you hope the Committee would at- 
tend to them. What are they? 

Mr. Reed. Well, as we talked, the big issue of the table, of 
course, is a question about what will happen with Google’s pur- 
chase of ITA. There are some smaller companies that are in- 
volved — Kayak. Although it has some risk-talong backers, it is a 
small company based in Connecticut with about, I think, 90 em- 
ployees. It is small. There is Mobissimo. 

So there are several mobile apps makers, who are concerned 
about what the outcome of the ITA merger means for them. Kayak 
has been incredibly successful and growing fast, so obviously they 
have some concerns. 

I think the other areas that we touched on a little bit with Mr. 
Coble is making sure that we have protection for intellectual prop- 
erty as we move forward. Even within the antitrust realm, IP is 
absolutely essential to small tech companies. 

One of the best ways that IP is valuable to us is we get bought. 
I mean, in one sense I am happy for the ITA folks, because they 
have a chance to get money and buy themselves a sailboat. And un- 
fortunately, most entrepreneurs don’t retire. But on the other 
hand, that only floats from the patents and intellectual property 
that they have. So as we move forward, I think we need to remem- 
ber that IP protection is critical. And so we are concerned about 
that. 

And then last, but not least, we do worry a little bit about copy- 
right in the sense that for our membership, especially those who 
do paid applications, copyright is their stock in trade — that plus 
trade secrets. But a lot of times we are writing applications for oth- 
ers, who create their own content — the New York Times, Wash- 
ington Post or HufPo, Wall Street Journal. They all have content 
on the Web. 

Now, they are brilliant reporters, but I have yet to meet a re- 
porter who is an amazing programmer. So the programmers hire 
us to write the applications for them. So long as the content indus- 
try is able to make a living and so long as their content is pro- 
tected, I have an opportunity to get a job to write the application 
that goes on the iPhone or the Android or the Windows Phone 7. 

So absolutely, we have a symbiotic relationship with the copy- 
right industry, because we want to facilitate their access to users. 

Mr. Conyers. Do others have 

Mr. Black, you wanted to add to this discussion. 

Mr. Black. Yes, I would love to weigh in on that, because intel- 
lectual property for all my members, from hardware, software, 
services, is something they all value — patents, copyright, trade- 
mark. At the same time, we have come to understand that as im- 
portant as IP is, when we deal in the competition space, it is very 
critical to respect the boundaries of IP. 

IP does not — should not trump competition policy, as I think the 
FTC made clear. The goal of both is to help promote innovation, 
so it is worth doing an analysis of the way in which in the modern. 
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very changing and dynamic Internet space, the way in which copy- 
rights and patents are in fact being used. 

The Congress has, and your Committee last Congress passed an 
excellent patent reform legislation, which I think recognized that 
as important as patents are, the system can nevertheless malfunc- 
tion. We have similar malfunctions going on with the way the copy- 
right system operates. 

So it is very important to respect IP, but we need to recalibrate 
how it operates in a very dynamic, changing space. And I think 
that is actually — and many of those issues really do touch on the 
borderline of competition policy. And we haven’t, I don’t think, 
frankly, grappled with it very well at all. 

Mr. Conyers. Scott Cleland? 

Mr. Cleland. Markets — free markets — can’t operate without 
really good property rights. And, you know, competition needs 
property rights and people respecting them for it to work. And 
every now and then a bad actor comes along and uses innovation 
as a shield. Google says innovation without permission. 

Well, what you have got is let us do a real quick review. Twelve 
million books were copied illegally in the Google book settlement, 
and they are being sued by the publisher. Viacom sued Google 
YouTube for hundreds of thousands of videos that were copyright 
violations. Apple is suing HTC Google over the iPhone. Oracle is 
suing Google over their patents for the Android. Rosetta Stone is 
soothing them over trademark. 

There is a bad actor out there that is looking and not using intel- 
lectual property rights like other people, just like they do in pri- 
vacy. So privacy and intellectual property can be anticompetitive in 
the hands of a bad actor, who is a serial offender of intellectual 
property rights or privacy. 

Mr. Conyers. Mark Cooper? 

Mr. Cooper. Mr. Conyers, I want to go to an example that has 
been mentioned three or four times, which is the newspaper indus- 
try. And this is why you really do have to look hard at the facts 
as opposed to the slogan. 

If you look at the newspaper industry, 60 percent of their lost 
revenue is in classified — that is, Craigslist, monster.com. E-bay as 
a two-sided market where people sell used things. Another 20 per- 
cent of their revenue has been lost to cable operators and to weekly 
journals. 

The overwhelming majority of their lost revenue is to more effi- 
cient advertisers, more efficient people who create audiences more 
efficiently than the newspapers do. It has nothing to do with the 
stealing or of copyrighted content. It has to do with the creation in 
digital space of entities that can more efficiently aggregate audi- 
ences. 

And so I agree that we need a balanced view of copyright and 
intellectual property, but to suggest that copyright cannot get out 
of hand, that patents cannot become anticompetitive goes too far in 
the wrong direction. And if we look at each of these industries, look 
at the facts, and newspapers is the most important one, we will 
discover a much more complex and nuanced reality. 

Mr. Conyers. Edward Black, is there any therapy for this anti- 
Google sentiment that we are hearing so much about this morning? 



149 


Mr. Black. Well, the world that is created by the Google — I 
mean, I just wish there — I mean, if Google came up with a cure for 
cancer, I am sure Scott would find a reason that that is bad for so- 
ciety. 

Mr. Conyers. He shook his head. He would not. 

Mr. Black. Yes. It is just our world is so much more complex. 
We have so many competitors, so many companies. The kind of be- 
havior, again, that we have seen in all of the major antitrust cases 
that were important to our industry showed an inclination to lock 
people in, to block interoperability, to prevent openness. Those are 
all things that are, frankly, contrary to the way Google is operated. 

Do they have a presence that is big? Do they have a great rep- 
utation that people would love to tear down? Yes. And that gives 
them some real presence. But I consider it very fragile and in that 
sense is not established and locked in the way that IBM hardware, 
the way Intel on chips, the way Microsoft in operating systems 
have built that stren^h. It just does not present the image that — 
I mean, I feel like I am Lewis Carroll, Alice in Wonderland when 
I hear the Internet described by some people. It just isn’t the way 
the Internet is operated. 

Mr. Conyers. Well, Director Feinstein, Scott Cleland has called 
off several lists of offenses and invited us to consider prosecuting. 
Doesn’t this have any effect on the way you look at the situation 
with Google? 

Mr. Feinstein. Well, we are certainly very much aware of 
Google’s presence in many markets that are the subject of this 
hearing today. With respect to the ITA matter in particular, that 
is the one that I think it is a matter of public record that is being 
looked at by the Justice Department, so it wouldn’t be appropriate 
for me to get into that specifically. 

I did, of course, touch on our investigation and ultimate decision 
not to challenge the Google-AdMob transaction earlier this year. 
But so just taking a step back, and I don’t view it as, frankly, our 
role to sort of be focused on bashing any particular company; our 
role is to promote competition for the benefit of consumers and to 
address clogs on competition where we find them, but, you know, 
if you sort of take a step back, for better or for worse, you know, 
what we have seen with Google over the last decade is, you know, 
kind of a textbook example of what this whole hearing is about. 

You know, we have gone from a couple of guys in a garage, so 
to speak, which somebody alluded to earlier, to, you know, a firm 
that is now the target of a lot of challenges and a lot of investiga- 
tions. And that is perhaps, you know, a very compelling example 
of how things can change quickly. 

Now, when we are doing an investigation, you know, we have — 
and, of course, we try to act quickly, because things develop in, you 
know, almost literally in real time; that happened in our Google- 
AdMob matter — but we do have the advantage of not just sort of 
observing from the outside. 

We have the ability to get into the company’s internal decision- 
making. We have the ability to review their documents and to put 
their people under oath and try to understand what their incen- 
tives are, what their ability to act on those incentives may be to 
the extent that they may have anticompetitive goals in mind. 
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And that doesn’t mean we are always right 100 percent of the 
time, but we do have at least the ability, I think, to as quickly as 
we can come up to speed from a variety of viewpoints. 

Mr. Conyers. Well, Mr. Chairman, this is the first of a series of 
hearings. Somewhere along the line we are going to have to con- 
sider the wave of mergers that have become a pattern in our econ- 
omy for the last two decades at least. And that has some signifi- 
cance and importance about it. I want to put that on the table. 

And don’t you feel, Mr. Director, that the loss of privacy — we are 
now subject to an incredible array of invasions of everybody, not 
just citizens, but government alike. Does this present some new 
challenge that we have got to get our arms around? 

Mr. Feinstein. I absolutely agree with you that the value of pri- 
vacy is paramount, and it is an issue that the commission is grap- 
pling with as we speak. 

But it is being done primarily from a consumer protection stand- 
point rather than specifically the antitrust perspective. They are 
not mutually exclusive, as I explained in one of my earlier answers, 
but that is an issue that the commission as a whole and certainly 
the director Of the Bureau of Consumer Protection are thinking 
about very hard. 

And they have also brought a number of actions, I think, to chal- 
lenge the misuse of information that was supposed to be kept pri- 
vate. But it absolutely is a very important issue for the FTC. 

Mr. Conyers. Mark Cooper? 

Mr. Cooper. Mr. Chairman, I want to reinforce the two points 
that the director has made. First, privacy is a tremendously impor- 
tant issue, very much a digital age issue, because digital tech- 
nologies allow for gathering, aggregation and processing of a mas- 
sive amount of information. 

But second of all, it really isn’t an antitrust issue. And there are 
differences of opinion about this, but if you try and do privacy in 
these merger cases as an antitrust issue, you confront the problem 
that the natural solution to a competitive advantage gained by hav- 
ing a lot of personal information would be to share it. I mean, that 
is the solution we frequently give about most favored nation access 
to whatever asset is — we think is — rendering a competitive advan- 
tage to a dominant firm. 

And so the simple fact of the matter is that when you play out 
the remedy for privacy problems in the context of mergers and 
antitrust, I think you end up in the wrong place. So that means 
it is even more important for the agency to deal with privacy as 
a consumer protection issue. And it has been languishing for a dec- 
ade, and it is now clear the public want it. It is time to do it, and 
now is the time to move forward on the privacy issue. 

Mr. Johnson. Thank you. 

Mr. IssA. Mr. Chairman, due to the hour, I would ask that I tee 
up a thought and then we set a time to come back, if that is okay 
with the Chairman. 

Mr. Johnson. Mr. Issa is normally not high maintenance. 
[Laughter.] 

Mr. Issa. I will be incredibly low maintenance. 

Mr. Chairman, I would only say that when we return, my line 
of questioning will beg all these witnesses — will they tell us not 
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that we should have inaction, but among the various actions we 
could take on antitrust, intellectual property reform and the like, 
which ones we should begin looking at on a bipartisan basis? Be- 
cause I think we all recognize that they disagree maybe on some 
parts of the problem, but our jurisdiction is not to second-guess 
antitrust. Our jurisdiction is to write antitrust law. Our jurisdic- 
tion is to write IP law. 

So I am hoping that becomes the subject that they are prepared 
to answer when we get back — and after you have enjoyed your 
lunch. 

Mr. Johnson. Well, your segue is quite creative. 

Mr. ISSA. Thank you, Mr. Chairman. 

Mr. Johnson. No need for an opening statement, then, for you. 
[Laughter.] 

You will just come back and ask questions. 

Mr. IsSA. You got it. 

Mr. Johnson. All right. Thank you, sir. 

We have got three votes, and it will take us about 15, 20 minutes 
to go vote, come back over. 

Mr. IssA. 12:30? 

Mr. Johnson. And Mr. Issa is trying to take a lunch break on 
us. [Laughter.] 

I don’t think we are going to 

Mr. Issa. I will come sooner, if you do, Mr. Chairman. 

Mr. Johnson. Yes, I think we will come right back after votes 
and let the witnesses — they don’t need that much time to respond. 
I think we can 

Mr. Issa. Mr. Chairman, you don’t know how long the lunch hour 
wait is when they try to get something in our cafeteria. 

Mr. Johnson. Well, we want to try to get them out before the 
cafeteria closes. [Laughter.] 

Thank you. We will recess and be right back. 

[Recess.] 

Mr. Johnson. All right. We will go back into session now. 

And, Mr. Issa? 

Mr. Issa. Thank you, Mr. Chairman. 

I hope my questions were worth waiting for. Or as Henry Kis- 
singer said during the height of Watergate, I hope you have ques- 
tions for my answers. As I go down the list, let us start with our 
regulator here. 

Mr. Feinstein, do you today believe you have the tools you need, 
no matter what the market unfairness is. In other words do you 
have solutions for each problem? Even if you don’t accept some of 
the problems here today, if they become problems, do you have the 
tools? 

Mr. Feinstein. The short answer to that question, sir, is yes, we 
believe we do. The thrust of the commission’s testimony today is 
that the antitrust laws are written sufficiently flexibly to enable us 
to address competitive problems in dynamic markets, and we think 
that our track record is consistent with that. 

Mr. Issa. Is the Hart-Scott-Rodino process broad enough in what 
it envisions and what you get to interpret to deal with some of the 
problems here today, if you believed in the future, let us say based 
on various experience, we allow something through and then in ret- 
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rospect say that wasn’t a good idea? Will you have the flexibility 
to make those decisions differently than the past? Because for a 
long time, I think we all agree it has been fairly pro forma unless 
a company was sort of on the front page and another company on 
the front page were suing them. 

Mr. Feinstein. Are you asking if the Hart-Scott-Rodino process 
itself is sufficient? I just want to make sure I am clear on the ques- 
tion. 

Mr. IssA. You know, as I said before the break, I want to talk 
about statutory tools that we are giving you, the things that are 
purely within this Committee, not the judgment of whether you all 
are doing a good job or whether there is an emerging, but do you 
have the tools? So that was why I chose that, having gone through 
the process in my own company several times. 

Mr. Feinstein. Sure. Well, as you know, that process is a pre- 
merger notification obligation with respect to deals of a certain size 
between parties of a certain size. And, you know, from time to time 
there have been adjustments to some of the thresholds of report- 
ability. But as a general proposition, I think that system is working 
pretty well. 

We are in the process right now of making some adjustments to 
sort of — we propose some adjustments to the types of information 
that would be produced, and we are trying to in some respects 
streamline the reporting process and also make sure that we are 
getting what we need. 

Now, there are, of course, transactions that for one reason or an- 
other aren’t reportable, and sometimes those are investigated and 
challenged after they have been consummated. 

And then, of course, there is the whole body of antitrust law that 
applies to conduct matters rather than mergers at all, such as the 
Intel case, which is necessarily somewhat less forward-looking, be- 
cause the conduct has already occurred. 

With mergers, of course, if it is a non-consummated merger, you 
are trying to make a prediction about the likely competitive effects. 

Mr. IsSA. Okay. And I would say that organic growth, nobody in 
the dais is going to fault you for the fact that it is a slow process 
to determine the threshold where mergers — it is a pending ques- 
tion, and hopefully, it is answered in a timely fashion. 

Let me go through the intellectual property, which all of you 
touched on to a greater or lesser extent. This body sets not just 
what is protectable, but we set timelines. A few years before I 
came, the wisdom of this organization was to retroactively extend 
both patents that were in process when they went from 17 to 20. 
They actually added a year, year and a half to some patents retro- 
actively, and people had to pay for them. 

We made Mickey Mouse not expire, even though it was decades 
old — black-and-white Mickey Mouse, by the way, not expire. So we 
have retroactively given value by lengthening IP. Do you today, as 
my core question for all of you — which won’t take more than 20 
minutes, Mr. Chairman, to answer 

Do you believe that we should look at 

Mr. Johnson. So noted. 

Mr. IsSA. Thank you, Mr. Chairman. 
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Do you think we should change or consider changing, on a very 
strategic, well-thought-out basis, certain IP expirations? And a 
good example would be when should DOS 3.0 lose its exclusivity 
of copyright? When should the Linux people be able to look at a 
portfolio of no longer used or abandoned software and bring it into 
their consideration? When should an Apple app stop being — the 
code being pretty to understand, but when in fact could you should 
be able to just grab that code like an icon and throw it into some- 
thing? 

That is my real question, because I am looking at innovation and 
barriers to entry. And sometimes copyright with a very long time 
to run is one of those barriers that we have the authority to change 
and perhaps speed up innovation. 

I will go right down the list as you see fit. 

Mr. Johnson. And, Mr. Issa, you said that the answers would 
not take 20 minutes, but you did not say your question would not 
take 20 minutes. 

Mr. IsSA. Yes, more or less, Mr. Chairman. But that is all for my 
question. 

Mr. Johnson. All right. Thank you. 

Mr. Feinstein. I guess I will take the first shot at that, and I 
can promise that this answer will not be 20 minutes. It might not 
even be 20 seconds. 

That strikes me as an area that would be well worth consider- 
ation, but I don’t know the answer. And it is not one that the com- 
mission certainly has taken a position on formally — that is, wheth- 
er some of these timeframes should be adjusted. 

But I think you are exactly right that we want to find the right 
balance between stimulating innovation and minimizing entry bar- 
riers that stifle future innovation in some sense and also stifle com- 
petition. But what the right number might be I don’t know. 

Mr. Issa. Thank you. 

And, Mr. Black, as I said, I will allow you to say some of your 
members are on one side and some are on another side of the an- 
swer. 

Mr. Black. Well, in fact, I think there is a pretty broad con- 
sensus that the IP laws, which, you know, the same copyright laws 
will cover a song by Lady Gaga and a critically important 

Mr. Issa. Please, use Frank Sinatra. [Laughter.] 

Mr. Black [continuing]. Software that runs a — or industry, and, 
yes, so I think some differential treatment. 

And I think when in my testimony I talked about cost-benefit 
analysis of IP, it is exactly that. There is certainly some benefit 
that can come from giving IP rights to promote a certain category 
innovation, but it is somewhat of a zero-sum game. You interfere 
with the market and you interfere, if you will, with free speech on 
the other side when you take a certain kind of activity and say now 
it is protected by IP. 

The copyright terms are frankly, you know, can be over 100 
years easily, which in a world of Internet with documents and 
things going around, it creates litigation tales that can tie up the 
Internet. So I think looking at that is very important. 

Patents same issue — and in patent legislation we have actually 
said that different industries may well need some differential treat- 
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ment, because the way the system works in the real world with dif- 
ferent industries, for the pharmaceuticals, is very different than 
the way it works for hardware industry. 

So a review of IP law — not to eliminate IP law; it is critical we 
have IP — but to recognize that in a complex world we have made 
one suit try to fit many, many different players. And it is not work- 
ing well. It is having a lot of anti-innovation and anticompetitive 
impacts. 

Mr. ISSA. Thank you. 

Mr. Reed? 

Mr. Reed. Interestingly enough, I think that the question of 
copyright as it applies to software in this instance is a little bit of 
a misnomer because of something that you said. You said when 
should DOS — when should that copyright come up? When is the 
last time anyone has actually used DOS? I mean, that is the inter- 
esting part of this question and why patents become very impor- 
tant, but 

Mr. IsSA. But my question was not using DOS. A hundred per- 
cent of the lines of code, the thought, every part of that, if it were 
open source, any portion of it could be used. 

Mr. Reed. Sure. And as somebody who has actually developed on 
some of the — some Linux applications, what is interesting about it 
is what protects you as a developer of software that is not open 
source is actually more of trade secret than true copyright, because 
as we have seen time and time again, you have to do a little bit 
more than change the name of the variable. 

But realistically, you can make something that works alike, run 
alike, functions alike. Anyone who looks at the iPhone apps know 
that there are hundreds of apps that are essentially identical to 
each other. There are so many that in fact it is becoming an area 
of debate. 

So copyright in and of itself is not the strong arm of pushing in- 
novation forward. In fact, it is one of the reasons why we looked 
at 

Mr. IsSA [continuing]. The case, then why protect it for 75 years 
beyond the life of the author? 

Mr. Reed. I think that the rest of the fundamental structure of 
the copyright industry, and I use the term broadly because it cov- 
ers so many things 

Mr. IsSA. Now, Mr. Black was very quick to say we would have 
to parse it by industries and types of use, which we can do. We are 
funny like that. We have the authority. 

Mr. Reed. I am well aware of the jurisdiction of the Committee. 
I think at this point in time I would reserve judgment, because I 
would have to see what the legislation looks like. It is easy to be 
glib and say, “Sure, we should just chop up the pie in all these 
pieces.” But I think we all know the devil will be in the details, 
just as it was in the Mickey Mouse decision, which was an inter- 
esting — which is an interesting come about. 

But I think the more important question is something that you 
know a lot about — is that we need to improve the quality of soft- 
ware patents and patents in general for a major reason. 

We know copyright isn’t the strong arm to help us get innova- 
tion. But what we know from it is the more that I am protected 
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by a quality software patent, the more I can share, the less I have 
to depend on trade secret — and frankly, the less I have to depend 
on the 75-year extension on my copyright. 

So in that sense I think we need to look — we need to look at 
other ways to make sure that software is encouraging 

Mr. ISSA. Thank you. 

Mr. Cleland? 

Mr. Cleland. Yes, I have a very, very strong bias for the Con- 
stitution, and the Constitution gives property rights, you know, 
constitutional basis. And so, you know, my view is, you know, re- 
spect property rights. And if you are in a gray area, side with prop- 
erty right. That is where the Constitution is, and that has proven 
to work real well. 

I also will add a comment that there are many out there that 
have taken the word “innovation” to mean let us not look at prop- 
erty right. It is a way of kind of getting around property right. 

And there is, you know, the free culture movement of Lawrence 
Lessig and many others, the open source movement, who basically 
think “I don’t think it should be copyrighted software.” I strongly 
disagree with that, because what you are doing is you are creating 
what they say — isn’t information common? 

And that is, you know, as I said in my testimony, that is death 
long-term for economic growth or real innovation, for jobs, for the 
economy, for property. If people go around and say, “Well, we don’t 
like the Constitution, because it protects property. You know, this 
tech stuff changes everything, and we should just mash it all up 
and remix it and innovate like they do in, you know, in Silicon Val- 
ley and those people who have that view.” 

So I am very, very suspicious of people that say there shouldn’t 
be any property rights in technology, because it has proven to work 
very, very well. 

Mr. IssA. As a holder of 37 patents, trust me, I will debate the 
time. I will not debate the right under the Constitution, except on 
your side. 

Mr. Manne? 

Mr. Manne. Remarkably, I think I agree with everything that 
Scott just said. [Laughter.] 

Mr. IssA. We can move on to Mr. Cooper. [Laughter.] 

Mr. Manne. I would say in response to your suggestion about the 
possible tailoring of the length of patents and copyrights in par- 
ticular industries, please don’t micromanage like that. I think it is 
a political can of worms. Industrial policy rarely worked. I think it 
would be almost inevitably a — a process that would result in an 
outcome that is far worse than intended and far worse than what 
we have now. 

That doesn’t mean that I think that the specific term of patents 
that we have today in copyright is somehow optimal and absolute. 
And it is always worth considering whether we can do better, but 
doing better by tailoring those — those lengths and the various 
terms that go along with them to particular industries, I cannot 
imagine that functioning in the way that we would like to see it 
functioning, if we tried it. 

If you want, you know, a couple of suggestions that I think would 
be feasible to do, that I think would be helpful 
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Mr. ISSA. Just bear in mind that if you design an original dress, 
you are not even entitled to a patent in America. So we do tailor 
by industries. The French give 3 years. We give zero. 

So one of the challenges is we start off on this side of the dais 
knowing that we have already picked winners and losers in 
lengths. The only question really is are they somehow inherently 
flawed? And if not, we would love to leave them alone as much as 
you would like to. 

Mr. Cooper, you get the last of my 20 minutes. 

Mr. Cooper. Interestingly, the founding fathers hated monopoly, 
and they only granted the Congress the right to create an intellec- 
tual property monopoly grudgingly and for a specific purpose. And 
the purpose was intellectual property was supposed to be an incen- 
tive to create. It was not supposed to create a monopoly of indo- 
lence. And that is the balance that I think you are concerned 
about. 

I would suggest that given the immense fluidity, the huge mar- 
ket created in the digital space, you could be shortening these copy- 
rights. If you have an idea and you cannot produce a stream of in- 
come in a shorter period of time, then given this immense oppor- 
tunity, maybe it is time to put it into the public domain, as Jeffer- 
son thought. That is a general idea. 

On the other hand, picking winners and losers and picking time- 
frames requires a fairly sophisticated analysis of how long it takes 
to invent and recover. I would suggest you might look at other 
issues and help the antitrust authorities by looking at things like 
the holdup problem, the harm and intent of the copyright, how it 
is being used. Author and work — we are struggling to figure out 
author and work in books, and you have made a point that there 
is a 

Mr. IssA. Mr. Cleland noted a rather large lawsuit related to one 
man’s interpretation of author and work. 

Mr. Cooper. Yes, no, and frankly, my suggestion was that the 
folks who were scanning those should have held them back for 5 
years to put pressure on you folks to deal with it, to give the au- 
thors time to come out of the woodwork. 

So I would look to ways to sharpen the tool that the antitrust 
authorities have. Of course, we know that mucking with monopoly 
privilege is a very, very dicey business. And the founding fathers 
really did not want to go there. 

Mr. IsSA. Thank you. 

Thank you for your courtesy, Mr. Chairman. This was insightful 
for me, and I hope for the rest of you. Yield back. 

Mr. Johnson. Well, thank you, Mr. Issa. And I think it is a in- 
triguing issue that you have raised. Perhaps some would argue 
that it is outside of the scope of competition policy, but I think it 
could be argued that this issue could have some bearing on com- 
petition policy. 

Mr. Issa. Mr. Chairman, if I can note, many years ago I had an 
IndyCar team for my Viper security product, and at that time 
Penske was dominating the field. And the one thing we knew about 
Roger Penske is he sat on the board that did the rules. And what- 
ever gave him an advantage seemed to be within the rules, but not 
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evident. And the next year when it was evident, we had a change 
of rules. 

Now, “majority” rules is said a lot around here but, trust me, he 
who writes the rules also rules. So I view competition as are the 
rules understandable? Are they fair? Are they consistent? Can they 
be predicted? And that is why I asked the question. 

My theory is, yes, we may have to change the rules, but if we 
don’t change the rules, then inherently the Federal Trade Commis- 
sion and the courts will constantly be dealing with how do they 
deal with the side effects if the rules are not promoting innovation 
and limiting monopolistic power inherently? 

All companies, including my own, will seek to be monopoly. They 
will seek to get that premium. They can’t help themselves, because 
it is more profitable to be a monopoly. 

So although you are right, it is outside the general scope of what 
was on today, it is exactly where I think we have to chase the rab- 
bit down the hole to get to the real problem that monopoly building 
is because of the system that allows monopoly building and a profit 
margin that encourages it. And that is where I think you and I can 
really work together in the coming Congress. 

Mr. Johnson. Well, I don’t think that we should be afraid to go 
down the hole, as you say, if you are likening it to going down a 
hole. I don’t think we should be afraid of that, and I do think there 
are so many views and so many ways to slice that loaf of bread in 
an intellectual fashion that perhaps we could see value in moving 
forward in that way. So we will take a look at it. 

Of course, the overall issue is probably outside of the scope of 
this Subcommittee, but we butt up against these kinds of intellec- 
tual property issues so much in competition policy. 

And so having said that, I will ask for questions now from, if 
there are any, from my colleague, Mr. Gonzalez, from Texas. 

Mr. Gonzalez. Thank you very much, Mr. Chairman. My apolo- 
gies to you, my colleagues and to the witnesses. 

Obviously, there is more than just one thing occurring at any one 
time on the Hill, and I was not here for the benefit of your testi- 
mony, and so if I cover something that has already been asked or 
you covered in your testimony, again, I apologize. I know my staff 
is here, and they are going to be happy to point that out later after 
my questioning and such. 

But there were some comments made when I was in attendance. 
One of them was, and I am trying — economic content or I don’t 
know if that was economic impact or whatever. Has it reached a 
certain point? What is going on out there in this new world of com- 
merce? 

But it all comes down to the sale of a product or a service and 
innovation and how we do things and how the innovation and tech- 
nology impact this. My own belief is that we don’t abandon the es- 
tablished principles that have been there for a very, very long time 
and have served us well. 

There are those that believe that technology, today’s technology, 
presents us with a different set of facts that allows us to abandon 
those particular principles. It wasn’t that long ago, as I remember, 
that Microsoft was in fact saying, “Look, technology as such — let 
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the market forces go forward. They are little different than they 
used to be. And you have to accommodate temporary monopolies.” 

And that was actually adopted by many individuals. They just 
figured that technology is moving forward at such a pace that that 
would normally happen. Now, I did not subscribe to that — and then 
we have a settlement. 

Let me read you from a New York Times article by Paul 
Krugman, June 6, 2008, in his column, “In 1994 one of those 
gurus” — making reference to someone that saw what was devel- 
oping — “Esther Dyson, made a striking prediction that the ease 
with which digital content can be copied and disseminated would 
eventually force businesses to sell the result of creative activity 
cheaply or even give it away. Whatever the product — software, 
books, music, movies, the cost of creation would have to be re- 
couped indirectly. Business would have to distribute intellectual 
property free in order to sell services and relationships” — and the 
most striking sentence — “and we will have to find business and eco- 
nomic models that take this reality into account.” 

I think that is what all of us are trying to do, and that is to ac- 
commodate the changes and such. The interesting thing is, you 
know, where are we? Who are the gatekeepers? How does modern 
commerce really conduct it? And you may say, “Well, all this is de- 
veloping. We don’t know exactly.” But, I mean, Barnes & Noble will 
tell you. Borders will tell you. Blockbuster will tell you. 

So there has to be something, and it is called profit, and there 
is going to be different ways of being able to do what we always 
did with intellectual property, products, services and such that had 
value. But in this environment it is a little different. 

What will be the economic generators that will represent the 
profit? It is going to be subscriptions. That is one way of doing it. 
But not everyone can plug into a subscription model, where some- 
one basically pays for whatever they are receiving. The other will 
be ad revenue. Ad revenue. And this is not going to be a big 
thing — Google is big and bad and all that thing; they do no evil; 
they do little evil, or whatever. 

The question is why shouldn’t the old principles still apply re- 
gardless of innovation and such? And haven’t we already reached 
that critical point where this technology has totally changed the 
way we do business in America? I mean, I know how I shop. It is 
so different. And I am 65, so you can imagine everybody that is 
younger. 

Anybody believe that technology somehow will force us today to 
adopt business models that will abandon the traditional principles 
of monopoly and antitrust? And I want to start with Dr. Cooper. 

Mr. Cooper. There are two pieces to that answer. One piece is 
the business practices that we have observed in a series of cases 
like Microsoft and Intel are the same old nasty business practices 
that Rockefeller and the robber barons were dinged for. The anti- 
competitive business practices have not changed. 

The new element in a digital industry, and I talk about it in my 
testimony, is the technological lever, that a key platform owner 
has, to undermine potential competitors. That is a new one. Rocke- 
feller could make a deal about rates and disadvantage his competi- 
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tors, but he couldn’t muck with the track so his competitors’ cars 
wouldn’t roll. 

Microsoft was able to make using Navigator a jolting experience. 
Comcast was able to undermine the quality of BitTorrent. That 
technological lever requires closer scrutiny. 

But I agree entirely with your basic premise that we have simply 
entered a new age. Old business models — subscription, a la carte 
sales — ^you did mention the most basic one is one off sale. Most of 
the things in America are bought by a first sale. We buy it and we 
have it. We have got that in music singles these days. We didn’t 
have that 15 years ago. The music industry sold 1.6 billion singles 
last year — humongous potential. So that hasn’t changed. 

What has changed is tremendous reduction in transaction costs, 
tremendous transformation of the possibility of production. So I 
agree exactly. The traditional values I call them. Some people say 
old values. I like to use traditional values. The traditional values 
that got us from the pre-industrial Age into the Industrial Age that 
made the American century in the economy will work just fine in 
the digital. 

Mr. Gonzalez. Thank you. 

And I know my time is up, but I want to give each member of 
the panel just a minute to just comment. I mean, it is a simple 
question. I mean, there are really people that believe that we can- 
not continue as we have since time immemorial with certain legal 
principles that have assured competition. 

Mr. Manne? 

Mr. Manne. Thank you. The distinction that Mark identified be- 
tween the ability to foreclose competition through non-technological 
means and technological means is a distinction without a dif- 
ference. Whether you can foreclose access to the railroad by fid- 
dling with the technology of the railroad or whether you can do it 
through contracts and pricing doesn’t change, in my mind, any- 
thing about the way we understand foreclosure and the way our 
laws of developing economics have developed to understand wheth- 
er those kinds of practices are pro-or anti-competitive. 

Mr. Cleland. I don’t think that, you know, technology should 
change laws or ethical practices or what is right. I mean, what you 
are describing is technology determinant, which is if technology en- 
ables it, it should happen, it should be allowed. 

And there is a lot of things that can be done with innovations 
that are unethical, illegal or disastrous. And so, you know, innova- 
tion — there can be good innovation; there can be bad innovation. 
And the problem with where the Internet is gone, and that exam- 
ple you said about it allows content to be out there very free — there 
is an inherent bias for an advertising model. 

We would not have a problem in the Internet with advertising 
right now, had the FTC enforced antitrust law and not allowed 
Google-DoubleClick to get through. Basically, the FTC tipped 
Google to a monopoly. They gave them all the users they didn’t 
have, all the advertisers they didn’t have, and all the publishers 
they didn’t have. And no one else is even close. 

I testified before the Senate on this. All the things I predicted 
on that of how that would tip them have occurred. That was a sem- 
inal decision, and the FTC blew it. I was in. I talked to all the com- 



160 


missioners on that. They had a choice to make, and they made it 
wrong. 

And now we are living with the ramifications of that terrible de- 
cision, because basically, we aren’t having a subscription model and 
an ad model. What we have right now is a monopoly ad model that 
is predatorily going after subscription model. 

Mr. Gonzalez. Mr. Reed? 

Mr. Reed. I would actually agree with Mr. Manne about the dif- 
ference without a distinction. I think the one change or the one re- 
ality we have to recognize in the high-tech era, if we call it any- 
thing like that, is that the rules need to be applied equally. 

You mentioned earlier cases, and I think what we have to under- 
stand is since the door has been opened, since the invitation has 
been extended for antitrust to be in the business of high-tech, what 
this Committee and the Justice Department and others need to do 
is make sure they are applied equally and so that it is not strictly 
applied to one company with greater force than to another. 

Other than that, I think we have to take a very cautious ap- 
proach to it, but as long as the rules are applied equally, busi- 
nesses can make intelligent decisions, the FTC can make intel- 
ligent decisions about the direction it goes. I think that it is core. 
It is more about the fairness part of it. 

Mr. Gonzalez. Mr. Black? 

Mr. Black. Very briefly, fundamentally, antitrust is really about 
power and the ability to deal with abuse of power by the people 
who have power. The desire to dominate is human nature. We un- 
derstand that. We have simply concluded that from a societal 
standpoint, we want to curb that to some extent, and yet not kill 
the energy that goes behind the drive to succeed. 

But what we face in the high-tech world in many parts of it is 
that technology has challenged old business models, and we have 
seen a counter attack by the business models trying to preserve in 
some cases really obsolete ways of doing business. And a lot of 
intermediary players, frankly, have been made obsolete, and they 
are trying to fight back and attack to do it. 

And it is a little bit like the horse and buggy makers who tried 
to stop paved roads from coming in the way. It doesn’t mean the 
new way is necessarily better. I think maybe it is, but it really is 
inevitable that we will have a digital and global marketplace, and 
we have got to deal with it in a realistic way. 

And old models may have made certain players happy, but we 
need to find new business models, and they are being created. And 
it is not as simple as subscription versus, you know, ad. I think 
there are going to be a lot of hybrid variations of how to do busi- 
ness here, and we do want to let experimentation take place. 

We don’t want to say right off the bat — I mean, advertising on 
the Internet as a very active part of funding is relatively new. We 
are not talking about decades. We are talking about a much small- 
er timeframe. So we need to let things play out. 

At the same time we have always been committed that when we 
see a real chokepoint, when we see artificial barriers being created, 
when we see players who have a lot of power making conscious ef- 
forts to in effect block people, then that takes some extra scrutiny, 
if not real action. 
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Mr. Gonzalez. Thank you. 

Mr. Feinstein? If you can get a little closer 

Mr. Feinstein. I am going to decline Mr. Cleland’s implicit invi- 
tation to revisit the DoubleClick decision, which in any event pre- 
ceded my time at the FTC. 

But I do want to answer your question by saying that there is 
no question that business models are evolving. There is no question 
that technology is evolving very rapidly. And our challenge is to 
make sure that we understand these developments. 

You know, we have very talented people, both lawyers and econo- 
mists, and who specialize to some degree across the bureau of com- 
petition and in high-tech markets. And so we are, you know, we 
are — and there is a sense in which we are all playing catch-up ball 
in terms of the facts and understanding the models. 

But I don’t think we need to change the legal mechanism that 
exists under the antitrust laws to address problems that the new 
models or the new technology may bring to bear. 

Mr. Gonzalez. Thank you very much. 

Thank you for your patience, Mr. Chairman. 

Mr. Johnson. Thank you. 

Next we will hear from Mr. Polls. 

Mr. POLIS. Thank you so much, Mr. Chairman, and what an im- 
portant panel, and a fascinating panel as well. 

I will have a few comments to start. There is a couple of areas 
I want to get into. During the earlier part of the panel, I was trying 
to look up some viewership figures. There was some testimony, I 
think, from the panel, and Mr. Cleland was somewhat alarming 
about this television aggregation that was being lobbed toward 
Google. 

And I looked at the World Cup viewership figures, about 715 mil- 
lion viewers worldwide. Of those, on YouTube were about 239,000. 
So that was a market share of — the little calculator on my laptop 
had a negative four exponent, which was I couldn’t figure out what 
that meant. Then I went on Excel and put out the — I am not a 
math guy — so it is actually .0003 or .03 percent of the World Cup 
viewers viewed it on YouTube. 

So now maybe that is due to a marketing failure of World Cup 
to look at some of those new media outlets, but I think what it 
shows is that much of the viewership and much of the media con- 
tent is still delivered over legacy mechanisms. And obviously, this 
hearing is not about ABC, which broadcast the final game of the 
World Cup in the United States, which attracted some major sub- 
set of those 715 million viewers, but it is about in part the com- 
pany that owns the venue that allowed for 239,000 people to view 
it. 

One of the critical components of all the content, the content that 
is on YouTube and other user generated sites, is that the copyright 
is retained by the creator of the content, and it is very simple for 
the creator of the content to take it off of YouTube and put it some- 
where else. Insofar as YouTube has a business model, it generally 
is aligned with working out some type of revenue share with regard 
to the rights that may or may not involve exclusivity. 

Certainly, if looking down the road we saw some monopolization 
of content right with one particular outlet, I think that would be 
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of antitrust concern. But I am not so sure that with regard to the 
delivery mechanism separated from the content rights, there is 
nearly as much concern. 

Before I get to the next question, I would like Mr. Black specifi- 
cally to comment on that, as well as comment on the switching 
costs, which I think could very well be in this equation as well, if 
somehow an outlet made it more difficult to switch your content 
that you own to another outlet or for a user to switch to another 
outlet. That also could be of issue. 

But I would like to see if Mr. Black would like to address that. 
I will give Mr. Cleland a chance as well. 

Mr. Black. Well, the whole concept of switching costs is a very 
important, I think, consideration in antitrust law in general and 
deserves a lot of scrutiny. Keep in mind that antitrust cases, the 
real major cases that have been brought, and the Supreme Court 
has repeatedly said are fact-based, and the facts of really getting 
into deep analysis of what is involved, what are the barriers to 
entry, what are the obstacles for switching become a critical part. 

In my testimony I talked about the IBM case and the deep inte- 
gration into an enterprise’s operations of the mainframe and the 
problems that caused in terms of the ability to switch. The use of 
intellectual property 

Mr. POLIS. On that real quickly with the gray — do you see any 
of those warning signs about the strategic direction of Google caus- 
ing difficulty to switch among their users, or do you think those 
warning signs are absent? 

Mr. Black. No, I really see — frankly, of pending cases, I see the 
Comcast merger — a much greater focus should be given to that and 
a concern than I do with other things going on on the Web. 

There you have established entity, which has a major, you know, 
dominant duopoly role in terms of audience united in general, the 
commercial content industry is fairly concentrated. And so that 
merger, although we have not yet — yet — directly involved ourselves 
in that proceeding, we have a lot of questions that are being asked, 
among our membership about whether or not — how that would 
play out. 

I think it raises very serious questions, and that merger would 
clearly have impact in consolidation and choice of content program- 
ming. It is hard to predict all the implications, but it raises the 
possibility of abuse in a variety of ways. 

Mr. PoLis. Before I actually get to Mr. Cleland, just a quick 
question for Mr. Feinstein on this. 

Is your ability to look at switching costs — is that something that 
you sufficiently have, feel you have, under statute with regard to 
analyzing the competitive situation in various industries? 

Mr. Feinstein. I believe that it is, and it is absolutely something 
that we look at very closely when we are conducting investigations. 

Mr. PoLis. Great. 

Let me give Mr. Cleland a quick chance to respond, and then I 
want to get onto 

Mr. Cleland. Yes, to personally address your World Cup point, 
thank goodness we do have copyright, and people do respect it. And 
the only way to produce something like the World Cup or produce 



163 


high-quality content is to have a business model that can reap the 
benefits. 

I did an interesting math on on my blog last night. Google sent 
16,425,000,000 ads a year, according to their calculations. They 
make one-sixth of one penny per ad. So no one else is going to 
make much money other than Google in that model, when you do 
the math. 

Now, to get to your question, I most respectfully disagree with 
the one click away view about the user and there is no sticky. That 
is a false direction of the way that they try and frame it. Con- 
sumers are not the consumer here. Users are not. Users are the 
product. The consumer or customer that pays all of the freight for 
Google, all of the freight, the $26 billion a year, are advertisers and 
publishers. They are the consumer. They are the customer. 

The problem — and I came up with a term to explain this in the 
Senate — is there is an Internet content paradox. Users, who are 
the consumer here, have almost infinite choice to get the content. 
However, on the other side, suppliers, in reaching all users, have 
a bottleneck. If you are an advertiser and you want to reach the 
Internet audience, you have got Google and then you have got 
Microsoft and Yahoo. And, you know, it is 75 percent of the audi- 
ence versus the rest. 

And every advertiser has decided with their feet. They are going, 
“Well, I want to get to all the customers. I want to get all the peo- 
ple who will pay me so that I can produce content.” So the switch- 
ing cost, in order to do it fairly and accurately in this business 
model, you must look at the switching cost for a consumer adver- 
tiser, a consumer publisher. And those switching costs are extraor- 
dinarily high. 

Mr. POLIS. If I can just real briefly follow up with that, Mr. 
Chairman, can I have about 2 more minutes or so? Oh, thank you 
so much. 

The most popular YouTube video is a Justin Bieber video — I 
don’t know why it is the most popular, but it is — about 310 million 
views. Now, alternate models — if for some reason Justin Bieber or 
his guardians didn’t want that information on YouTube, they could 
make that available on a justinbieber.com site. They might not 
have the full 310 million viewers. Some of them might come with 
the platform, but I probably believe that in its own right that 
would garner hundreds of millions of views from teenage girls 
across the country regardless of how it was placed on the Web or 
where. 

Now, there is the business model element as well, and obviously 
Justin Bieber’s business managers have chosen to outsource to 
YouTube the monetization of that specific content, but he could 
have done that in-house as well, had they decided to. It is a very 
simple technology, very easy to implement. He could have sold it 
through sponsorships or anything else. Any content provider is in 
that same situation. 

But I do want to get on to the Apple and iPhone discussion as 
well. I talked to a app maker in Colorado about this, and this is 
actually in reference to, I think, Mr. Reed’s testimony. Of course, 
a brief history lesson — we all know the story, of course, the propri- 
etary Apple operating system that led to them having a declining 
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share, of course, on the hardware market, the computer market, 
with PCs and the Windows operating system generally conceding 
as winning that war. 

And to a certain respect I think, Mr. Reed, you would argue, and 
I would tend to agree, that that is a kind of natural guardian to 
this. To the extent any operating system becomes too proprietary, 
it loses a competitive advantage. So it is a very fine balancing issue 
that any owner of a proprietary system might be able to engage in. 

So the question is — again, this is from one of the app makers in 
my district, who says the real problem here is Apple’s ability to 
prevent the consumer from choosing what applications are allowed 
on their device. 

Now, that may very well be an issue, but my question is to what 
extent is it an antitrust issue and to what extent is it a competitive 
issue of Apple stabbing their own foot, as they did with regard to 
operating systems, if they create too proprietary a standard that 
will reduce, I think you said, a 15 percent market share that 
iPhones or iPads have today to perhaps an even lower market 
share? 

Mr. Reed. Congressman Polls, I think you just answered my 
question. The reality is is that the only way developers are inter- 
ested in developing for the iPhone is that they get something back 
from it — either fame, recognition, money, advertising sales. 

And what is interesting is I am a licensed Apple developer. I 
have signed the NDA. But I will tell you the interesting part of all 
that is of my friends who are developers, they are constantly, con- 
stantly looking at other platforms as an opportunity. 

If the restrictions are too tight, a perfect example is Unity, and 
I mentioned this in my testimony. tJnity makes tools that make 
cool games. They have 25 percent of the iPhone app development 
market. But they also have a huge chunk of the Xbox 360 market. 
People are porting it to Android. They have 200,000 developers just 
for Unity alone. 

So our folks are a roving band of professionals, who are looking 
for the best place to get either the coolest technology, the most 
money, or the most opportunity for fame. 

Mr. POLIS. So in the public policy context, and maybe Mr. Fein- 
stein can add his two cents to close off on this, I mean, to a certain 
extent it is a discussion between to what extent is this a public pol- 
icy issue or an antitrust issue and to what extent is it an issue of 
a system becoming so proprietary that it reduces its own capacitive 
ability to function in the marketplace? 

And I wonder if Mr. Feinstein has anything to close on that. 

Mr. Feinstein. Of course. And once again I forgot to turn on the 
mic. I will answer this hypothetically rather than with respect to 
any particular company. But I think the answer that you just 
heard is, and which I think Mr. Reed indicated was an answer you 
had already given in a prior question to your own question, is abso- 
lutely right. 

I mean, if you have a proprietary system that becomes dominant, 
that can be problematic if it has an exclusionary effect on the abil- 
ity of rivals to come into the market. If, on the other hand, there 
is a proprietary system that has a relatively small market share 
and it is just one of a number of models and people have the ability 
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to vote with their feet by moving to other alternatives, that sug- 
gests the absence of that hypothetical of an antitrust problem. 

Mr. POLIS. Thank you. 

And I yield back the remainder of my time. Somebody turned up 
my microphone in the interim, but thank you, and I yield back. 

Mr. Johnson. Thank you. It wasn’t I, but perhaps staff. 

But anyway, this has been a very intriguing calendar — oh, ex- 
cuse me — panel discussion, many different issues that we just real- 
ly nicked at. Many of these issues can be taken separately and 
delved into in great detail, and prioritizing them would be a prob- 
lem, at least for a guy like me. But I will tell you I look forward 
to us delving into each one of these issues and continuing also to 
just look at the broad marketplace. 

And I would like to thank all of the witnesses for their testimony 
today. And without objection 

Mr. Gonzalez. Mr. Chairman? May I make a unanimous consent 
request? And that would simply be to submit to the representative 
of FTC, Mr. Feinstein, a written question regarding the attorney 
general of Texas’ investigation that they have announced regarding 
the ranking by Google and such. 

I didn’t want to touch on it today, because there was a more im- 
portant question, but nevertheless, this is of some import and curi- 
osity, so I would like to submit it in writing with your consent. 

Mr. Johnson. Without objection. Members will have 5 legislative 
days to submit any additional written questions, which we will for- 
ward to the witnesses and ask that you answer them as promptly 
as you can to be made a part of the record. And without objection, 
the record will remain open for 5 legislative days for the submis- 
sion of any other additional materials. 

Once again, I would like to thank this distinguished panel for 
your insight and for your time. I am sure that every industry can 
argue why it deserves to be treated differently under the antitrust 
laws, but competition left unattended can die just as easily as it 
can flourish. In the current economic climate, it is more important 
than ever that we do everything we can to nurture competition 
without crushing the engines of commerce that drive our economy. 

It is important that we remember that we will always be igno- 
rant as far as the future is concerned. We can speculate, but we 
never know what will happen, and we certainly don’t want to re- 
strain what could happen that would be good for mankind. But at 
the same time, we don’t want to fall into a situation where we have 
got a clamp on creativity and in the marketplace, which translates 
then into life itself We want to keep this a vibrant area, always 
shedding and growing. 

With that, this hearing of the Subcommittee on Courts and Com- 
petition Policy is adjourned. 

[Whereupon, at 1:07 p.m., the Subcommittee was adjourned.] 
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Statement of Judiciary Committee Ranking Member Lamar Smith 
Subcommittee on Courts and Competition Policy 
Oversight Hearing on Competition in the Evolving Digital Marketplace 
Thursday, September 16, 2010 

(Final) 


America is undergoing a revolution in the way that 
it conducts business. In the late 1980s, computers 
became commonplace office machinery. The late 1990s 
and early 2000s saw the explosion of the Internet and 
the growth of ecommerce. 

Today, the revolution is fully mobile and has moved 
to the phones we carry everywhere. These phones, 
which are actually small computers, have the capability 
to send emails, play videos, surf the Internet, give 
directions, and make purchases - all while the user is in 
motion. 

Indeed, smartphones have created a marketplace 
for software, the app stores, which did not exist even 
two years ago. 
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The app developers, in turn, are creating new and 
innovative ways to utilize smartphones, far beyond what 
their creators imagined. 

These are all good things. They enhance consumer 
welfare, provide new markets for goods and services, 
and, ultimately, could help create new jobs. 

However, new markets and business models also 
raise questions about how companies are competing 
and whether their actions are pro-competitive or anti- 
competitive. 

This hearing is an excellent opportunity to take a 
high-level view at a developing industry still in its 
infancy and ask what level of antitrust enforcement is 
appropriate. 

I am a believer in vigorous antitrust enforcement. I 
believe it leads to more competition, lower prices, more 
choices, and better products for consumers. 
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However, antitrust enforcement is not without risk. 
Over-enforcement, whether through the antitrust 
agencies or the private bar, can deter business 
practices that would ultimately help consumers. 

On the other hand, under-enforcement could allow 
companies to become firmly entrenched through 
anticompetitive practices that hurt their rivals, and, 
ultimately consumers. 

Today’s hearing is for general oversight purposes, 
and the witnesses will discuss these issues in general 
terms. 

However, I would be ignoring the obvious if I didn’t 
observe that this hearing appears to be intended to 
address the business practices of two companies, 
Google and Apple. 

Apple recently made headlines because it changed 
the rules it imposes on app developers to address 
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concerns that the previous rules might diminish 
competition. 

Apple was able to resolve this issue without the 
parties resorting to litigation and without government 
intervention. Innovative products and services, after all, 
are rarely created in the courtroom. 

With respect to Google, much has been made about 
its recent acquisitions of a mobile-advertising platform 
and a travel-search platform. 

I think a rigorous antitrust review of these 
transactions by the agencies is appropriate. That is 
what the antitrust laws are for. 

However, just because a company is big does not 
mean it is bad. Just because it enters into new lines of 
business does not mean that it is going to dominate 
those new markets. 
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And just because competitors complain about a 
practice does not mean that it is necessarily 
anticompetitive. 

However, it is equally important that antitrust 
enforcers and policymakers keep their eyes on these 
developments to ensure that they benefit consumers. 

I think this hearing is a useful beginning to that 
process. 

With that, I yield back the balance of my time. 
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Statement of Ranking Member Howard Coble 
Subcommittee on Courts and Competition Policy 
Oversight Hearing on Competition in the Evolving Digital Marketplace 
Thursday, September 16, 2010 


Mr. Chairman, when last we met in July, I made the observation 
that given the impact of antitrust law on the American economy, it is 
vital that we examine how well these laws are working, particularly in 
light of the innovation that today’s high tech economy has brought. 

Today we have an opportunity to examine what level of antitrust 
enforcement is appropriate in the evolving digital marketplace. 

This evolving digital marketplace includes new products, such 
as smartphones and the apps that run on them, to new services, such 
as mobile advertising. It includes old businesses such as publishing 
companies, which are trying to break into new platforms, such as 
tablet computers, like the iPad. And it includes new companies, like 
many of the small software developers that are writing apps for 
smartphones. 

These new technologies offer a wealth of opportunities both for 
individuals and for the economy as a whole. However, they also 
pose challenges. 
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For this hearing, the principal challenge is how to ensure that 
these companies are competing rigorously and fairly. Full and fair 
competition yields benefits for all consumers in the form of lower 
prices, higher quality, and greater supply of goods. 

Our witnesses today will discuss the relative benefits of 
aggressive antitrust enforcement in these developing markets. They 
will also discuss whether some types of potentially anticompetitive 
conduct, such as vertical mergers, are particularly worrisome in this 
new marketplace. 

I am for strong antitrust enforcement because I think it helps to 
ensure competitive markets. Flowever, I am aware that some 
scholars worry about the impact of aggressive enforcement on 
developing markets, particularly whether such enforcement chills new 
innovations. 

While this is an antitrust hearing, I would be remiss if I did not 
address some other concerns that arise from these new digital 
markets and services. 

Flow for example, do existing copyright holders ensure that their 
rights are protected in this new digital marketplace? Flow do 
companies use our private information - information, I might add, that 
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people willingly part with on social networking sites - to make a 
profit? 

These copyright and privacy concerns may not be competition 
concerns per se, but they are important issues that we, as 
policymakers, need to be aware of. And for the purposes of this 
hearing, I am curious to what extent - if any - these other values can 
or should be part of an antitrust analysis. 

I look forward to hearing the answers to these and other 
questions and I yield back the balance of my time. 
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Obama antitrust enforcement 
looking like more of the same 




ByJifiL>imYang 
Wasliii^nPost Staff Writer 
Wednesday, September 8, 2010; A 1 


When President Obama took office, he 
promised to undo eight years of what he called 
the weakest antitrust enforcement in half a 
century. Consumer advocates held their breath 
for a dramatic shift that would hark back to the 
1 990s, when the last Democratic 
administration pursued a landmark case against 
Microsoft. 


A year and a half later, they're still waiting. 

’Ihe Justice Department's antitrust division has yet to exercise its signatuie power: to bring a case 
against a corporate titan suspected of abusing its dominance. In its other central role, as a merger cop, 
the division challenged in court fewer than half as many deals in 2009 as the Bush administration did 
in its last year in office, thougli the number of mergers also declined by about half. 

Instead, federal antitrust lawyers have eschewed aggressive litigation against big business in favor of a 
less-ris^ approach that works with companies to resolve anli-competitivc concerns, accordmgto 
many antitrust experts. 

"lltey're running a good shop. It's Just not markedly different," said Albert A. Foer, president of the 
American Antitrust Institute, a research and advocacy group. "Anybody that wants to argue the 
Obama administration is anti-business or socializing America is not going to find much evidence in the 
antitrust division." 

A pattern is emergng in how the administration treats corporate America, In spile of some tough 
rhetoric, Obama has shown a cenain reluctance to radically reshape industries. Rather than break up 
big Wall Street banks, the White House largely pressed to toughen rules as part of the financial 
regulatory overhaul. Instead of putting limits on how much bank executives earn, the administration 
encouraged federal supervisors to pusli these firms to tie pay to performance. 

A scalpel, not a cudgel 

Likewise, the antitrust division has shown itself more likely to use a scalpel than a blunt instrument 
when a merger has crossed its desk. When faced with meigers it worries will hurt competition, the 
Justice Department has forced companies to make some changes, such as spinning off a business line. 
But with one exception involvhig dairy processors, it has not gone to court to block deals, including 
the controversial marriage of Ticketma.ster and Live Nation, the recent United-Continental airline 
merger and the union of the two biggest makers of voting machines in the nation. 

Some consumer groups said that the departmenfs measures didn’t go far enough and that they have 
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been disappointed by the lack of big cases so far, pointing to potential antitrust targets such as Google, 
big health insurers and Monsanto, an agricultural conglomerate. Others say that it's too soon to grade 
the administration but that the real test will be how it handles, possibly tliis year, the proposed 
NBC-Comcast merger, which has broad irr^lications for consumers and industry competitors. 

"I think they have yet to prove their mettle in the antitrust area, and I'm still hoping they take on some 
tough cases and go to the mat," said Sally Greenberg, executive director of the National Consumers 
League, 

Obama's antitrust chief, Christine Varney, said in an interview' that the Justice Department should not 
be judged by how often it goes to court but rather by the results she gets after she confronts 
companies. The antitrust division also has several ongoing investigations into suspected monopolies, 

Varney would not comment on any particular companies. 

In the area of merger enforcement, firms have walked away from sue. deals after hearing the 
department's concerns. In other cases, Varney said. Justice has been able to extract tough concessions 
that resolved the division's concerns, getting better terms than lawyers might have achieved had they 
gone to court. 

And with the economy’s slowdown, there have been fewer mergers coming across Varney's desk - and 
fewer chances to challenge deals, justice officials said. 

"I'm happy to litigate. I think everyone knows that," Varney said in a recent interview. 

Campaign promises 

Still, the department’s performance so far has fallen short of the high expectations among antilrust 
watchers when Obama took office. On the campaign trail, he gave an unusually detailed statement on 
antitrust policy, promising: "As president, I will direct my administration to reinvigorate antitrust 
enforcement. It will step up review of merger activity and take effective action to stop or restructure 
those mergers that are likely to harm consumer welfare, while quickly clearing those that do not." 

Then Obama picked Varney as his antitrust chief at the Justice Department. (The Federal Trade 
Commission also handles antitrust matters, but is an independent agency from the administration.) 

Varney had raised her profile by representing Netscape Communications - the oncc-dominant provider 
of Web browsers - during tlie government's antitrust case against Microsoft. Slie further stoked 
excitement among antitrust advocates - and jangled nerves in the business community - after a tough 
speech in May 2009. 

"It is time for the antitrust division to step forward again," Varney said then. "We must change course 
and take a new tack." 

In an early signal that enforcement would probably be toiler under Obama, the Justice Department 
rejected guidelines issued by George W. Bush's administration on how to enforce antitrust offenses, 
saying the guidelines went too fur in limiting the government's pow^r to prosecute big companies that 
abuse their moj:ket dominance, bines on companies for violating antitrust laws also sharply increased 
during the division's fust year. 

But in the eyes of some consumer advocates, the line in the sand between the antitrust division's 
current lawyers and their predecessors is less clear. They say nowhere was this more apparent than in 
the first big test of tlie administration's antitrust miKcle: Ticketirmster's merger with the world's biggest 
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concert promoter, Live Nation. 

To consumer groups, the deal was clearly egregiouSs because it would give one firm enormous power 
to dictate what prices consumers pay when they buy tickets and because it combined different 
businesses related to live entertainment under one roof: ticket sales, concert promotion and even the 
management of artists such as Miley Cyrus, Maroon 5 and Christina Aguilera. 

The advocates asked the Justice Department to go to court and block it. So did 50 members of the 
House. 

Several strings attached 

In January, Justice said the merger could go ahead, but with several strings attached, including an 
unusual provision to set up a committee to monitor the new company for certain kinds of bullying. The 
agreement also required the firm to license 'ncketmaster's technology to rival concert promoter 
Anschutz Entertainment Group. Ticketmaster also had to sell one of its ticketing businesses to 
competitor Comcast-Spcctacor. 

But the solution disappointed some opponents of tlie deal. "They chose to take the safe consent 
decree rather to be aggressive and block the merger,” said David Balto, an antitrust lawyer. 'T 
don't think there's anj’ reason this consent decree fully restores competition." 

Seth HuTVsitz, co-owner of the District's 9:30 Club, a Live Nation competitor, said: "Given the lough 
talk that came from them, yes, I expected and hoped that finally things would be different. But they're 
not." 

But justice officials said it wasn’t clear that the antitrust division's laviyers could have achieved an 
equally tough result by taking Ticketmaster to court. 

Now, all eyes are on the proposed merger of N'BC and Comcast, a case with echoes of the 
Ticketmaster deal because the two companies will combine businesses - in this instance, cable and 
media properties - that typically sit on opposite sites of the negotiatmg table but thut il combined 
could help each other. 

"1 think, ultimately, the administration will be judged by its signature events," said Gary Reback, an 
antitnisl lawyer who formed the Open Book Alliance, a group that has challenged Google's settlement 
witli authors and publishers over electronic books. "The signature events have to be a willingness to go 
to court and fight about it and vrin, or at least go down swinging." 
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Response to Post-Heaeing Questions from Richard Feinstein, Director, 
Bureau of Competition, Federal Trade Commission, Washington, DC 



Office of Ibc Scci claiy 


UNITED STATES OF AMERICA 

FEDERAL TRADE COMMISSION 


WASHINGTON. D.C. 20580 


October 29, 2010 

Tlie Honorable Henry “Hank” C. Johnson, Jr. 

Chairman 

Subcommittee on Courts and Competition Policy 
Committee on the Judiciary 
United States House of Representatives 
Washington, D.C. 20515 

Dear Chairman Jolmson: 

Attached are the responses for the record from Mr. Richard Feinstein, Director, Bureau of 
Competition, from the September 16, 2010 hearing on “Competition in tlie Evolving Digital 
Marketplace.” 



Secretary of the Commission 
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UNITED STATES OF AMERICA 

'1 RACE COMMISSION 

WASHINGTON, D.C. 20580 


Questions submitted to Mr, Richard Fcinstcin. Director. Bureau of Competition. Federal 
Trade Commission* bv Representative Charles A. Gonzalez. Member of the Subcommittee 
on Courts and Competition Policy . 

1. Google recently confirmed reports that the office of Texas Attorney General Greg 
Abbott “is conducting an antitrust review of Google.” The Associated Press reports that 
the Attorney (JeneraPs office confirmed that there is an investigation “focused on whether 
Google is manipulating its search results to stifle competition.” As Google executives 
concede, accusations of fairness in the order the site returns search results arc nothing new. 
Indeed, they were repeated and disputed at our hearing. 

a. Would the manipulation of Google’s search results be a subject into which the 
Federal Trade Commission’s Bureau of Competition should be looking? Would the 
fact that Google’s search algorithms lie at the heart of the search engine have any 
effect on the nature of an FTC investigation or the potential remedies that might be 
sought if the commission should find evidence supporting the accusations? 


Answer: Wc ate aware of allegations regarding Google’s search algoritlun. Altliougli I caiuiot 
comment on any specific allegations, I want to assure you that because of the importance of the 
Internet, the Commission has devoted considerable resources to both competition and consumer 
protection issues raised in Internet-related industries. With regard to search engine neutrality 
and Internet advertising in parlicular, the Commission recently investigated two proposed 
mergers involving Google (Google^TDoubleCIick and Google/AdMob.) In each instance, after 
intensive investigation, the Commission closed its investigation after concluding that the facts 
ascertained by staff did not provide reason to believe that tlie transaction would be likely to 
injure competition. 
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In general, the Commission would be concerned if there were evidence that a fiim with 
market pow'er acted to stifle competition from existing or emerging competitors. In some 
circumstances, such conduct can harm competition and consumers. For instance, last year, the 
Commission charged Intel Corporation, the world's leading chip maker, with using 
anticompetitive tactics to cut off rivals’ access to tlie marketplace in violation of Section 3 of the 
FTC Act.' To settle those charges, Intel has agreed to stop (1) using certain pricing practices 
that could allow it to exclude competitors vvhile maintaining high prices to consumers; (2) 
creating predatory designs that disadvantage competing products witliout providing a 
performance benefit to its product; and (3) employing deceptive tactics related to its product 
road maps, its compilers, and product benchmarking to distort the competitive dynamic and 
harm consumers.^ 

Internet-related markets evolve quickly and we will continue to monitor this sector so 
that we are able to act quickly if we find any circumstances that tlireaten compelilive harm. 


1 Challenges Intel's Dominance of Worldwide Microprocessor Markets,” news release dated December 16, 
2009, available at httr>;//w^w.ftc.gov/QDa/2009/12/intel,slitm , 

^ Analysis to Aid Public Comment, In the Matter of Intel Corp, Dkt. No. 9341 , available at 
http://wvvw.ftc.gOv/os/atlipro/d9341/1008Q41ntclanal.pdf . 
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Questions submitted to Mr, Richard Feinstcin. Director. Bureau of Competition, Federal 
Trade Commission, bv Representative Gre^g Harper. Member of the Subcommittee on 
Courts and Competition Policy . 

1, In your opinion, what steps could the FTC take to promote a more competitive 
wireless device market? 

Historically, the Antitrust Division has liandled antitiust oversight of wireless device 
markets, so the Commission has not developed any particular expertise from which to assess the 
competitiveness of this market. Flowcvcr, as I discussed in my testimony betore the 
SubcommiLLee, antitrust enforcement can be particularly important in mai'kots subject to rapid 
tcclinological change in order to encourage imiovation, spur economic growth, and sweep away 
impediments to competition. 


2 , From the perspective of small and medium-sized wireless carrier or a new entrant 
to the wireless carrier market, what impact do exclusive device contracts have on the 
wireless device market? 

The use of exclusive contracts by a firm with market power can violate the antitrust laws 
if The effect is to keep rivals out of the market or prevent new products from reaching consumers 
- for example, if such deals are used to lock-up a significant portion of the sales outlets or 
sources of supply Lliai are necessary for compedlors to offer their products. If tlie Commission 
becomes aware of this type of activity it will take steps to address it. It did so recently, when the 
Commission challenged the use of exclusive dealing contracts by Transitions Optical Tnc., the 
leading supplier of photochromic lens treatments for eyeglasses.' .According to the Commission, 
Transitions used its monopoly position to strong-aim key distributors into exclusive agreements, 
which had the effect of unfairly boxing out rivals so that they could not use these distributors. 
Transitions’ excliisionar>^ tactics kept rivals out of approximately 85 percent of tlie lens caster 
market, and partially or completely locked out rivals from up to 40 percent or more of the 
retailer and wholesale lab market. The Commission alleged that these practices violated Section 
5 of the FTC Act. To settle these charges, Transitions agreed to limit its use of exclusive 
contacts, which should pave the way for new compeLiiors to enter the market. 


‘ -TTC Bars Transitions Optical, Inc. from Using Anticompetitive Tactics to Maintain its Monopoly in Darkening 
Treatments for Eyeglass Lenses,” news release dated March 3, 20 1 0, available a: 
httD:/Avww.ftc.gov/QDa/2010/03/optica].shtm . 
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In general, exclusive contracts are lawful when they improve competition among 
competing product lines and give consumers more or better choices. From the perspective of a 
wireless carrier, exclusive device contracts can be beneficial because they may ensure a steady 
supply of the device. Also, they may be imporianl as a way to limit the risk of offering the 
product. For instance, the wireless carrier may need to invest in specialized service upgrades or 
marketing efforts to promote the new device, such as improved broadband capability, 
advertising, training for salespeople, an inventory of products on hand, or fast warranty service. 
These resources will likely be allocated to tlie development and promotion of the new device 
before the carrier Icnows what the consumer response will be; often, accordingly, carriers may 
attempt to enter into exclusive deals with the device maker to share some of these costs and help 
the carrier spread some of tlie risk of its investment — wliich makes that investment more likely 
in the first place. 

In addition, exclusive device contracts can make It less risky for a new manufacturer to 
enter a market or offer a new' product or because the manufacturer know's that it has guaranteed 
sales outlets. The contracts often reduce contracting costs and the exclusivity may encourage 
dealers to promote the new’ product with con.sumers. So from the perspective of a company 
wanting to introduce a new' wireless device, exclusive contracts can make new products more 
likely. 


Finally, exclusive device contracts may result in lower purchase prices to consumers for 
new must-have devices. Typically, consumers are also required to sign up for the wdreless 
service of the exclusive dealer for a certain amount of time. This arrangement has the effect of 
spreading the actual cost of the new device out over time, For example, if a manufacturer has 
decided that it wants to earn $100 in revenue for anew phone, it may offer the product for $50, 
but require that the customer sign up for 12 montlis of service, which will generate an additional 
$50 in revenue for the manufacturer. This may be better for the consumer than if the 
manufacturer just charged $100 up front with no service requirement. 
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